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status of the English, Canadian, and United States structures dealing 

with the liquidation and rehabilitation of financially embarrassed 
debtors will be examined. The objectives of a sound legal structure in this 
field are: equitable distribution of the debtor’s estate among the creditors; 
rehabilitation of the debtor; and protection of credit. When the legal 
structure has been well designed to effect these objectives an economic 
crisis is not apt to result in appreciable change. This is borne out by the 
English and Canadian experience. But where the objectives have not 
been substantially attained the financial strain of an economic crisis will 
cause experiments in legislation. Such legislation is often temporary in 
character, hastily conceived, and none too successful. Such has been the 
experience in the United States. 

In England, legislation dealing with the individual and corporate (busi- 
ness entities in general are embraced within the term “‘corporate’’) debtor 
is the product of slow, gradual growth. The early objectives were protec- 
tion of credit by processes that would reach the fraudulent debtor, but 
these were gradually broadened to embrace the objectives enumerated 
above. Economic crises have not produced sudden change in the legisla- 
tion. Thus the provisions in the Companies Act of 1929 for liquidation and 
reorganization of companies remain substantially as under the Act of 
1908, and the bases of the present English Bankruptcy Act of 1914 are 
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those of the Act of 1883.’ Careful provisions in the Act of 1914, dealing 
with discharge and offenses, protect the commercial community from the 
dishonest and the wastrel debtor. Official supervision results in honest 
and careful administration and the attainment of the policy of the act. 
Rehabilitation of the debtor is provided by an allowance to him for the 
support of himself and his family. So far as applicable the same theories 
have been applied to the liquidation and rehabilitation of companies, ap- 
parently with reasonable success. 

In Canada, with the exception of special legislation dealing with farm- 
ers, legislation that deals with the rehabilitation and liquidation of debtors 
is not a product of economic crises. It is the natural evolution in law of a 
country emerging from provincialism into national stature. Its aim is to 
bring within its provisions an estate as soon as that estate becomes in- 
solvent, liquidate it under governmental and creditor control, discharge 
the honest debtor, and protect the community from the dishonest and in- 
efficient debtor. In general, corporations are subject to the Bankruptcy 
Act. This is a departure from the English Act; it is similar to the American 
Act. With leave of court insolvent corporations may be liquidated under 
the Winding-up Act, which is quite analogous to the winding-up provi- 
sions of the English Companies Act. Until recently the more important 
aspects of rehabilitation or reorganization of companies have not been sub- 
ject to court supervision. The Companies’ Creditors Arrangement Act, 
1933, and the amendments of 1934 to the Dominion Companies Act do not 
substantially change corporate reorganization as theretofore practiced. 
They do, however, give the court more control over the reorganization. 
Their analogue may be found in the sections dealing with arrangements 
and reconstructions of the English Companies Act. 

In the United States, from the beginning of our nation there has been a 
conflict between those who support federal rights and those who support 
state rights. The federal power extends to the “subject of bankruptcies” 
and clearly is broad enough to embrace the field of liquidation and rehabili- 
tation covered by English and Canadian legislation. But its use has met 
with determined opposition. Until 1898 we had had three bankruptcy 


* When Joseph Chamberlain introduced his bill which was to become the Bankruptcy Act 
of 1883 he admonished Parliament that in framing legislation two things must be kept in mind: 
“Those were, firstly, in the honest administration of bankrupt estates, with a view to the fair 
and speedy distribution of the assets among the creditors, whose property they were; and, 
in the second place, their object should be following the idea that prevention was better 
than cure, to do something to improve the general tone of commercial morality, to promote 
honest trade, and to lessen the number of failures.” Senate Doc. No. 65, 72d Cong. 1st Sess., 
57 (1932). These have been fairly attained in the English bankruptcy legislation and ad- 
ministration. 
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acts: the Act of 1800, repealed in 1803; the Act of 1841, repealed in 1843; 
and the Act of 1867, repealed in 1878. Many believed that state insolv- 
ency laws afforded sufficient relief. It was only in times of financial 
stringency that the federal power over the “subject of bankruptcies” was 
invoked, and when the crisis had passed the use of the federal power was 
discontinued. As a result state insolvency laws became accepted, although 
in what respect they differ from legislation dealing with the “subject of 
bankruptcies” has never been and can never be definitely stated, for any 
insolvency law is essentially within the power granted to the federal gov- 
ernment. Overlapping and confusion did not result to any real degree un- 
til after 1898, because until then federal bankruptcy legislation had been 
short-lived. In that year the present bankruptcy act was passed as a re- 
sult of economic stringency, but unlike prior experiences, the Act of 1898, 
subject of course to change, seems to have become a part of our perma- 
nent national law. Prior to the last economic crisis major amendments to 
the Act were made in 1903, 1906, 1910, 1917, 1922, and 1926; basically 
the Act remained the same. 

In the United States prior to the last depression, generally it was possi- 
ble to effect an arrangement, as distinguished from liquidation, in three 
ways: (1) through a voluntary contract entered into between the cred- 
itors and the debtor; (2) through formal bankruptcy, either using the 
composition section of the bankruptcy act, or employing the bankruptcy 
sale as a means of purchasing the old assets of the debtor, with the cred- 
itors and sometimes the debtor himself becoming the purchaser in a new 
arrangement; (3) through an equity receivership obtained on a creditor’s 
bill, usually consolidated with foreclosure proceedings, terminating in a 
judicial sale at which the creditors and sometimes the debtor became the 
purchasers under a new arrangement. Of these three methods, the equity 
receivership was the most feasible and was most frequently employed. 
Dissenting creditors could not be bound by a voluntary arrangement in 
the usual case. The voluntary arrangement was therefore not frequently 
used save where it was desired to change the rights of stockholders who 
could be bound by a change in the corporate charter perfected through 
merger, consolidation, sale of corporate assets or amendment. Creditors 
who held their claims under a trust indenture, with provisions which al- 
lowed majority action to be binding on dissenters, might effect a volun- 
tary arrangement binding on all creditors of the class, but this was a later 
development and was not frequently employed. Composition proceed- 
ings in bankruptcy could not affect secured creditors, and by tradition 
the consideration given creditors had to be cash or notes and could not 
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consist of other types of security. The bankruptcy sale carried with it the 
odium which adheres to the word bankruptcy, and the bankruptcy court 
was unwilling to permit the proceedings to continue in bankruptcy while 
an arrangement was being worked out and the debtor’s business was being 
conducted for the benefit of creditors. 

The equity receivership was an adaptation of the ancient right of a 
creditor with judgment and execution returned unsatisfied to gain the aid 
of equity in reaching the assets of the debtor. In arrangement practice, 
the receivership was most often actually obtained by the debtor, who pro- 
cured a friendly creditor to file a bill, to which the debtor consented. Be 
cause the creditor often had no judgment with execution returned unsatis- 
fied, the propriety of equity jurisdiction was doubtful, but it was felt that 
the debtor’s consent waived the defect. By procuring a friendly creditor 
with a claim in excess of $3,000, who was a citizen of a different state than 
the debtor, it was possible to have the receivership in the federal courts 
which were thought more competent to deal with the difficult business 
problems of arrangements. This caused opposition from the friends of the 
state courts who charged that the federal equity proceedings were collu- 
sive. The federal equity receivership, as opposed to the state court equity 
receivership, nevertheless developed as the primary means of reorganiza- 
tion. Its development was at first most pronounced in the reorganization 
of utilities. The federal courts developed doctrines whereby the business 
of the debtor could be continued under the protection of the court while 
an arrangement was being worked out. The business could be rehabili- 
tated during this period by the receiver borrowing money on receiver’s 
certificates, which in the case of utilities would constitute prior liens. The 
United States Supreme Court also developed a doctrine whereby the ar- 
rangement under which creditors purchased at the judicial sale had to 
maintain to some degree the priorities between secured creditors, unse- 
cured creditors, and stockholders, upon pain of having the arrangement 
later upset by a dissenter charging a fraudulent conveyance. 

The equity receivership, however, was inadequate to meet the needs of 
reorganizers. In the first place dissenting creditors had to be paid their 
share of the proceeds of the sale in cash. This made reorganization diffi- 
cult and at the same time was not much protection to dissenters whose 
cash share was usually less than the cash value of the new securities which 
would be offered to them under the plan of arrangement. In the second 
place, the equity receivership usually required ancillary receiverships in 
every other federal district where the debtor had property. In the third 
place, the court’s control over the plan of arrangement was tenuous be- 
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cause in theory the court could not control the plan of reorganization save 
as it was thought to effect the fairness of the sale. There was, therefore, 
little assurance that the arrangement plan was a fair plan. In the fourth 
place, since the court’s jurisdiction over the plan was tenuous, it was not 
clear that dissenters might not attack the plan at some later date on the 
theory that it was a fraudulent conveyance in that stockholders were al- 
lowed to participate before creditors were paid in full, or because the prior- 
ities between creditors had not been properly maintained. In the fifth 
place, the receiver appointed was often friendly to the debtor, since the 
debtor controlled the appointment of a receiver to a large measure by the 
consent receivership device. A friendly receiver would not discover fraud- 
ulent practices perpetrated by the debtor, and would not rout inefficient 
management. Finally, the equity receivership allowed various financial 
interests to play a paramount role in the reorganization without much 
court supervision. The result was that the representatives of creditors 
were often representatives of financial houses whose basic interests were 
opposed to the creditors. 

The inadequacies of the equity receivership as a means of arrangement 
were such that agitation for arrangement reform was continuous in the 
years before the depression. The depression heightened the agitation 
mainly because it became increasingly difficult to borrow money to pay dis- 
senters their share in cash; and because during the depression there were 
more dissenters. In addition the tempers of creditors with defaulted secu- 
rities became increasingly short during the depression with the result that 
charges of fraud and collusion were prevalent. This threatened the very 
foundation of the equity receivership which was based, it was said, on the 
collusive consent of the debtor. The depression also increased the opposi- 
tion to the practice of appointing friendly receivers who did not discover 
the fraud that angry creditors were sure existed. The result was that ar- 
rangement practice in the United States went through a complete trans- 
formation during the depression, and many of the reforms previously 
urged were adopted. 

The changes in arrangement practices may be divided into changes in 
state court decisions, and changes under state and federal statutes. The 
state courts during the depression rapidly closed the gap which existed 
between the equity receivership in the state court and that in the federal 
court, with the result that some state courts at the end of the depression 
exercised more control over the plan of reorganization than had the federal 
courts prior to the depression. The state courts came to this position after 
many of them had imposed, during the worst days of the depression, what 
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was in effect a judicial moratoria over the collection of debts. State mora- 
toria legislation was also widespread. A great deal of it was later held un- 
constitutional but even the unconstitutional statutes helped debtors over 
the worst periods of the depression. Debtor relief statutes were followed 
by creditor relief statutes in many states. These statutes provided means 
whereby a stated majority of creditors could bind the remaining creditors 
to an arrangement plan under the jurisdiction of the court. Most fre- 
quently, however, these statutes were only applicable to businesses tra- 
ditionally under the control of the state because affected with a public 
interest, such as banks or insurance companies. New York and Michigan 
went further. Not only did they regulate arrangements between the hold- 
ers of real estate securities, but they attempted to regulate the control of 
the selection of creditor-representatives by financial interests. 

The greatest development during the depression was the addition of 
four reorganization sections to the bankruptcy act. Section 74 was de- 
signed to regulate arrangements proposed by unincorporated debtors; 
section 75 set forth a structure of arrangements for farmers; section 77 and 
section 77B, the former applying to railroad reorganizations, and the lat- 
ter to corporate debtors generally, combined the experience of the equity 
receiverships and the bankruptcy tradition for the most complete arrange- 
ments act yet had in the United States. All of these acts gave the court 
supervision over the plan of reorganization, and all of them allowed a stat- 
ed majority of creditors to bind other creditors to a plan, and thus elimi- 
nated the need for cash payment to dissenters. These acts, however, did 
not fully adopt the reforms that had been urged. Section 77, aside from a 
somewhat different provision in section 75, was the only section which 
made the appointment of a trustee mandatory and set up qualifications 
as to who might be trustee in an effort to avoid the evils of the friendly re- 
ceiver. The control which these acts gave the courts over financial houses 
promoting the reorganization for their own ends was too tenuous. They 
did, however, increase the jurisdiction of the court and eliminated the evil 
of widespread ancillary receiverships; and they protected the reorganized 
company from the attacks of dissenters. Of the four acts, section 74 was 
the most inadequate since secured debts could not be reduced but only 
extended under it. All of the acts required that the debtor be either in- 
solvent in the bankruptcy sense, or unable to pay debts as they matured. 
Sections 77 and 77B were the only sections which allowed creditors to file 
an involuntary petition for reorganization against the debtor, and as re- 
quirements for the petition they preserved the acts of bankruptcy unless 
it could be shown that a bankruptcy proceeding or equity receivership was 
pending. 
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While the reforms accomplished during the depression were a step for- 
ward, they were of necessity directed at those defects in the old system 
which made reorganization impossible during depression times; such as 
the necessity of cash payment to dissenters. They were deficient in not 
broadening the court’s control over the business agencies which really 
control reorganization such as the house of issue, the underwriter, the 
trustee under the indenture, and the paying agent for the debtor. New 
legislation now pending in the federal congress will do much to remedy this 
defect. The attempt of much of the pending legislation to place secured 
claims beyond the reach of the reorganization plan, however, seems eco- 
nomically unsound, and it may be doubted whether the pending legisla- 
tion will have sufficient control over the debtor’s capital structure before 
the stage of bankruptcy or an inability to pay debts as they mature has 
arrived. The simplification of the capital structure of corporations and 
the ability to perfect readjustments prior to insolvency, in either the bank- 
ruptcy or the equity sense, seem to be the main requirements of effective 
arrangement legislation in the United States. 

Lastly, it may be pointed out that legislation dealing with the liquida- 
tion and rehabilitation of embarrassed debtors is essentially bankruptcy 
legislation. The debtor is often designated otherwise than as a bankrupt, 
sometimes merely as a debtor, at other times as an insolvent or assignor. 
Such escapes have served a useful purpose in avoiding the stigma which 
the word “bankruptcy” connotes, but it must be clearly understood that 
the subject of bankruptcies properly embraces any and all relations of 
debtor and creditor which substantially affect or may affect insolvency or 
liquidation; in other words it embraces the equitable distribution of the 
debtor’s estate among the creditors, the rehabilitation of the debtor, and 
the protection of credit. Equitable distribution is effected when the cred- 
itors are protected from overreaching on the part of the debtor and pro- 
tected from like tactics by each other. The individual debtor is rehabili- 
tated when he is accorded sufficient allowances or exemptions to tide him 
over during the bankruptcy proceeding and is given a discharge from his 
prior obligations. The corporate debtor is rehabilitated when a new and 
adequate credit structure is worked out either for the old debtor corpora- 
tion or for a new company which succeeds to the old debtor’s estate. Cred- 
it is protected when fraudulent practices on the part of a debtor or creditor 
are made penal; when the dishonest, the reckless and the wastrel debtor 
are refused a discharge; and when the power is used to prevent unsound 
and dishonest credit practices. In the United States the latter power could 
justify such regulation of the sale of securities and of the security ex- 
changes as Congress, beginning in 1933, has enacted under its powers over 
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interstate commerce and the mails. It would support legislation regulat- 
ing the duties and functions of trustees under corporate indentures, and 
committees for security holders in any kind of debt arrangement. It could 
be used to require all institutions which may or do materially affect the 
credit structure, to become federally incorporated for the purposes of sub- 
jecting them to uniform accounting practices and honest and legitimate 
credit dealings. 


ENGLISH HISTORY AND EXPERIENCE?’ 


There are three general classes of statutes that must be consulted to get 
a complete picture of liquidation in England: the Deeds of Arrangement 
Act, 1914, the Bankruptcy Act, 1914, and the Companies Act of 1929, all 
as amended. The Deeds of Arrangement Act and the Bankruptcy Act 
govern liquidation of persons not subject to the Companies Act, nor spe- 
cial liquidation acts. The Deeds of Arrangement Act provides for some- 
thing in the nature of an out-of-court composition or extension, the Bank- 
ruptcy Act provides for ordinary bankruptcy liquidation and composi- 
tions or extensions as a part of bankruptcy. The Companies Act governs 
liquidation and reorganization of registered companies, certain unregis- 
tered companies, and companies incorporated outside Great Britain carry- 
ing on business within Great Britain. 


A distinguished commentator has made this observation: ‘‘Finality will 


2 Source material: 1 Halsbury’s Statutes of England 567 ef seg. (1929) for bankruptcy and 
insolvency statutes, and the continuation volumes, and for discussion thereof to 2 Halsbury’s 
Laws of England 1 et seg. (2d ed. 1931); 2 Halsbury’s Statutes of England 874 et seg. (1929), 
which deals with arrangements and reconstructions, and winding up of companies under the 
Companies Act of 1929, and continuation volumes, and for discussion thereof to 5 Halsbury’s 
Laws of England 547 et seg. (2d ed. 1931); Williams’ Bankruptcy Practice (14th ed. 1932); 
Stable, Bankruptcy Law and Practice of England, 5 Journal National Association of Referees 
in Bankruptcy 82 (1931); Donovan Report, 71st Cong. 3d Sess. 170 e¢ seg. (1931); Levinthal, 
Early History of English Bankruptcy, 67 U. of Pa. L. Rev. 1 (1919), 8 Jour. Natl. Assn. of 
Referees in Bankruptcy 104 (1934); History of Legislation in Bankruptcy, 12 Law J. 229 
(1877). 

3 Debtor under Deeds of Arrangement Act means “debtor subject to the English Bank- 
ruptcy Acts.” 2 Halsbury’s Laws of England, 432 n. (2d ed. 1931). 

§ 1 (2) of the Bankruptcy Act provides: “‘. . . . the expression ‘a debtor,’ unless the con- 
text otherwise implies, includes any person, whether a British subject or not, who at the time 
when any act of bankruptcy was done or suffered by him— 

(a) was personally present in England; or 

(6) ordinarily resided or had a place of residence in England; or 

(c) was carrying on business in England, personally, or by means of an agent or manager; or 

(d) was a member of a firm or partnership which carried on a business in England.” 

Section 126 excludes any registered corporation, partnership or association or company. 
The Act does apply to limited partnerships, § 127. Estates of deceased persons dying insolvent 
may be administered under the Act, § 130. 
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never be reached in any branch of law, but it seems reasonably certain 
that until an age is reached when the habits of mankind have materially 
altered, the Bankruptcy Law in England has arrived at a point where de- 
velopment in matters of principle has come to an end. The existing system 
is in substance the same system which was first introduced by the late Mr. 
Joseph Chamberlain and which was embodied in the Bankruptcy Act of 
1883.”4 This observation can properly be extended to cover deeds of ar- 
rangement and the liquidation of companies. The last economic crisis 
produced no basic change. Due to the enactment of such laws as the Na- 
tional Health Insurance Act, Old Age Pensions Act, and the Cotton Spin- 
ning Industry Act, sections dealing with the trustee’s title (Bankruptcy 
Act) and priorities (both the Bankruptcy Act and the Companies Act) 
were amended. Amendments were in aid of the policy underlying those 
laws. The trustee was not to take title to a pension or insurance policy 
which a debtor had obtained under such laws; and in the liquidation of a 
contributory, payments to funds established by such acts should have a 
certain priority, essentially that of other governmental levies and taxes.5 


THE METHODS OF LIQUIDATION 
DEEDS OF ARRANGEMENT 
Because of the stigma attached to bankruptcy and because adjudica- 


tion in bankruptcy carries with it a disqualification to hold a number of 
public offices, a debtor will generally avail himself of the Deeds of Ar- 
rangement Act, if he feels that he can make an adjustment with a major- 
ity of his creditors. Under this Act a debtor (“debtor” does not include a 
company registered under the Companies Act) may make an assignment 
to a trustee (a) for his creditors generally, or (b) for any three or more of 
his creditors. The deed to be valid must be registered with the Registrar of 
Bills of Sale within a short specified time. If the deed of arrangement is 
for the creditors generally, it becomes void unless within a specified time 
(which is usually twenty-one days after the registration) it has received 
the assent of a majority in number and value of the creditors of the debt- 
or.° The registration is an act of bankruptcy which may be availed of 
within three months, unless it is an assignment for the creditors generally, 
in which case a dissenting creditor may only treat it as an act of bank- 
ruptcy if he acts within one month from the service of the notice of the 
execution of the deed and creditors’ assent. 
4 Stable, op. cit. supra, note 2, at 114. 5 See note 8 infra. 


6 See Deeds of Arrangement Act, 4 & 5 Geo. 5, c. 47, § 3 (1914). Section 11 (5) provides 
that creditors whose debts amount to sums not exceeding ten pounds shall be reckoned in the 
majority in value but not in the majority in number. 
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A trustee ordinarily must give security, transmit accounts to the Board 
of Trade and to creditors. If bankruptcy does not ensue, he proceeds to 
liquidate the estate in accordance with the deed of assignment. 


LIQUIDATION UNDER THE BANKRUPTCY ACT 

The Act of 34 and 35 Hen. VIII, c. 4 (1542) is generally said to be the 
first English bankruptcy act. A statute, however, enacted as early as 
1283, 11 Edw. I, Acton Burnel, related to the subject. A merchant was 
given summary powers without process of pleading for “‘execution against 
his debtor, both his body, goods, and lands.’”’ Subsequent legislation dur- 
ing the reign of Edward III, which was directed against the Lombards, 
was designed to make debts of one of the group chargeable to all its mem- 
bers.? But it was not until the sixteenth century when England became a 
commercial nation that it became necessary for the English common law 
students to think seriously of bankruptcy legislation. Even then and for 
many years following, legislation was aimed solely at the fraudulent 
debtor. In 1649 a distinction between bankruptcy legislation and insolv- 
ency legislation came into the law. Such distinction has been obliterated 
in modern English and in the Canadian legislation, but it continues to 
plague us in the United States. Here an overlapping occurs between fed- 
eral legislation on the subject of bankruptcies and state legislation on the 
subject of insolvencies. 

The earliest English Bankruptcy Acts were limited in character, and 
designed to cure certain specific evils and abuses. New legislation ex- 
tended these statutes to cover other similar situations for the protection of 
the growing English commerce and credit. It can, therefore, be said that 

~ England has had bankruptcy legislation from 1542 down to the present 
time. From 1542 on, some forty acts have been passed on the subject of 
bankruptcy. In 1831 England began an experiment with official liquida- 
tion. It set up a separate bankruptcy court and provided for joint admin- 
istration by official assignees and assignees chosen by creditors. In 1869 
at the insistence of the trading community England went back to creditor 
control; the creditors were to choose the trustee, who was to be super- 
vised by a committee of inspection chosen by the creditors. Abuses arose 
under such a system similar to abuses which we have experienced in this 
country, namely, solicitation of proxies by those not vitally interested in 
the debtor’s estate or interested only to a small extent, with the conse- 
quent result that bankruptcy administration became controlled by and 
was manipulated for interests adverse to the real class of creditors. In 


7 See History of Legislation in Bankruptcy, 12 Law Jour. 229 (1877), for suggestion that the 
early statutes referred to in the text should properly be considered bankruptcy legislation. 
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1883 Joseph Chamberlain’s Bankruptcy Act was passed. This act recog- 
nized that creditor control had failed and reverted to a system in which 
official control plays a large part. The Act of 1914 was essentially a con- 
solidation of the Act of 1883, acts amendatory thereto, and other related 
acts, and not a revision; its theory and basis remain essentially unaltered.® 

This long legislative history has been valuable source material for legis- 
lation in Canada and the United States. The vital differences between the 
English and American bankruptcy legislation are (1) the English provi- 
sions governing discharge and offences result in a developed commercial 
code of morality designed to give a fair amount of protection to the credit 
structure, while such provisions in the United States are in an embryonic 
state of development; and (2) liquidation under close official supervision 
in England, more or less uncontrolled creditor administration in this coun- 
try. In both respects the present Canadian legislation is patterned on the 


8 For the present state of the law, see 1 Halsbury’s Statutes of England 567 ef seg. (1929) 
which states the law of bankruptcy as of the dissolution of the Sixth Parliament of George s, 
May 10, 1929, as amended by 20-21 Geo. 5 c. 25 (1930) (An act to confer on third parties 
rights against insurers of third-party risks in the event of the insured becoming insolvent, 
and in certain other events), and as amended by the Law Reform (Married Women and Tort 
Feasors Act, 25-26 Geo. 5 c. 30 § 1 (d) (1935), which provided that a married woman shall 
“be subject to the law relating to bankruptcy and to the enforcement of judgment and orders, 
in all respects as if she were a feme sole’), and as amended by Widows’, Orphans’ and Old 
Age Contributory Pensions Act, 26 Geo. 5 & 1 Edw. 8c. 33 § 36 (1) (1936) (on bankruptcy of 
such a pensioner the pension “shall not pass to any trustee or other person acting on account 
of the creditors”), National Health Insurance Act, 26 Geo. 5 & Edw. 8 c. 32 § 68 (1936) 
(“. ... on the bankruptcy of any person entitled to any benefit, the benefit shall not pass to 
any trustee or other person acting on behalf of his creditors”), Old Age Pensions Act, 26 
Geo. 5 & 1 Edw. 8 c. 31 $7 (1) (1936) (“... on the bankruptcy of a person entitled to an 
old age pension, the pension shall not pass to any trustee or other person acting on behalf of 
the creditors.”), Clergy Pensions (Widows and Dependents) Measure, 26 Geo. 5 & 1 Edw. 8 
c. 33 § 13 (1936) (similar provision), certain changes in priority of claims were made so that 
contributions due by a bankrupt would have a stated priority to effect the policy of the 
National Health Insurance Act, 1936, 26 Geo. 5 & 1 Edw. 8, c. 32 §§ 177, 209 (1936) the Widows’, 
Orphans’ and Old Age Contributory Pensions Act, 26 Geo. 5 & 1 Edw. 8, c. 33 § 13 (1) (1936) 
Cotton Spinning Industry Act, 1936, 26 Geo. 5 & 1 Edw. 8 c. 21 § 19. The priority provisions 
apply to companies in liquidation. 

There are a number of other acts which must be consulted on minor details. Halsbury lists 
the following: Warrants of Attorney Act, 3 Geo. 4, c. 39 (1822); Warrants of Attorney Act, 
6 & 7 Vict. c. 66 (1843); Debtors Act, 32 & 33 Vict. c. 62 (1869); Bankruptcy Disqualification 
Act, 34 & 35 Vict. c. 50 (1871); Debtors Act, 41 & 42 Vict. c. 54 (1878); Bankruptcy Act, 
46 & 47 Vict. c. 52 (1883); Bankruptcy Act, 53 & 54 Vict. c. 71 (1890); Bankruptcy and Deeds 
of Arrangement Act, 3 & 4 Geo. 5, c. 34 (1913); Deeds of Arrangement Act, 4 & 5 Geo. s, 
c. 47 (1914); Bankruptcy Act, 4 & 5 Geo. 5, c. 59 (1914); Administration of Justice Act, 15 & 
16 Geo. 5, c. 28 (1925), §§ 22, 29; Bankruptcy (Amendment) Act, 16 & 17 Geo. 5, c. 7 (1926); 
Economy (Miscellaneous Provisions) Act, 16 & 17 Geo. 5 c. 9 §§ 13-16, 19 (1926); Bank- 
ruptcy Rules, S. R. & O. 1914, no. 1824 (1915); Deeds of Arrangement Rules, S. R. & O. 1925, 
No. 795 (1925). 1 Halsbury, Statutes of England 567 (1929). 
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English. In neither Canada nor the United States are there provisions 
corresponding to the English Deeds of Arrangement Act. Provisions in 
Canada for an “‘authorized assignment” are somewhat comparable. They, 
like the English Deeds of Arrangement Act, avoid the stigma of bank- 
ruptcy, but the Canadian “authorized assignment”’ is essentially a vol- 
untary petition in bankruptcy, since the creditors may not block the as- 
signment. To that extent it seems to have been an improvement upon the 
English Act.® 

The Canadian and the American Acts exempt farmers and wage earn- 
ers from involuntary bankruptcy. There is no comparable class protec- 
tion in England. It is necessary in all three countries that acts of bank- 
ruptcy be committed. But under the Canadian Act, acts of bankruptcy 
have lost most of their practical significance for a debtor commits an act 
of bankruptcy if he ceases to meet his liabilities as they become due."® 
Both the English and Canadian Acts provide for an allowance to the debt- 
or," while in the United States the exemptions vary from state to state, 
depending upon the law of the state of the debtor’s residence as to what 
property is exempt from execution. 

In the scheme of distribution the English Act provides that the trustee’s 
title relates back to the time of the act of bankruptcy on which a receiving 
order is made against the debtor, “‘or, if the bankrupt is proved to have 
committed more acts of bankruptcy than one, to have relation back to, 
and to commence at, the time of the first of the acts of bankruptcy proved 
to have been committed by the bankrupt within three months next pre- 
ceding the date of the presentation of the bankruptcy petition.”"* Persons 
dealing bona fide with a debtor and with no notice that he has committed 
an act of bankruptcy are protected. In this respect the English Act differs 
from both the American and the Canadian, for under the latter acts the 
trustee takes title to the estate as of the date of the presentation of the 
petition with the right to invalidate certain preferences, liens, and trans- 
fers made or taking effect within a specified time (four months under the 


* For discussion of the Canadian Authorized assignment see page 23 infra. The Canadian 
Amending Act of 1921 discussed on page 23 infra was more closely patterned upon the 
English Deeds of Arrangement Act. 

10 See page 20 infra. 

™ Section 58 of the English Act authorizes the trustee, with the permission of the com- 
mittee of inspection to make a reasonable allowance for the support of the bankrupt and his 
family, subject to reduction by the court. Slight exemptions are allowed in the English Act. 
See Section 38 (2). It exempts the bankrupt’s tools, if any, and the necessary wearing ap- 
parel and bedding of himself and wife and children to a value not exceeding twenty pounds. 

Section 37. 
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American Act). In attempting an equitable distribution the English Act 
has this unique provision: “‘A person having notice of any act of bank- 
ruptcy available against the debtor shall not prove . . . . for any debt or 
liability contracted by the debtor subsequently to the date of his so having 
notice.’’*3 Section 36 provides for the postponement of either the hus- 
band’s or the wife’s claims, as the case may be, until other creditors are 
paid in full. The Canadian Act has a similar but more extensive provi- 
sion; the American Act has nothing analogous. 


MACHINERY AND PROCEDURE FOR LIQUIDATION 


In 1831, as we have seen, a separate bankruptcy court was established. 
At the present time, however, the county courts outside of London and 
its environs have jurisdiction in bankruptcy; in London and its surround- 
ings the High Court of Justice has jurisdiction. The Lord Chancellor des- 
ignates certain judges of the High Court to sit in bankruptcy. They com- 
pose the Divisional Court in Bankruptcy which hears appeals from 
county courts. Appeal may with leave be taken from this Divisional 
Court to the Court of Appeal, but no further. In the London bankruptcy 
district the registrars in bankruptcy are essentially the bankruptcy judges. 
From their decisions an appeal goes to the Court of Appeal and with leave 
may go to the House of Lords. This will occur only in a rare case. 

The Board of Trade plays a most vital part in bankruptcy administra- 
tion. This board is one of the departments of the government comparable 
to the Department of Commerce in the United States. At its head is the 
President of the Board of Trade, a cabinet minister holding his portfolio 
subject to the fortunes of politics; but the staff which carries on the work 
is permanent, and is made up of civil service appointees. The Inspector 
General of Bankruptcy, a permanent official, heads the bankruptcy de- 
partment of the Board of Trade. The bankruptcy department discharges 
its chief duties through two main divisions, the administrative and the 
auditing. The official receivers are part of the administrative division and 
make reports to it. This division in turn is able to render much legal and 
practical assistance to the official receivers, inasmuch as the chief bank- 
ruptcy clerk and his assistants have an extensive and practical knowledge 
of bankruptcy administration. Difficult legal questions may be referred 
to the Solicitor of the Board of Trade. The auditing division audits 
the monthly accounts submitted by the official receivers and the semi- 
annual accounts submitted by non-official trustees. 

The Board of Trade maintains a bankruptcy estates account with the 


13 Section 30 (2). 
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Bank of England into which, as a practical matter, all funds derived from 
bankrupt estates are paid. This achieves centralization of bankruptcy 
funds; minimizes misappropriations; and gives the Board of Trade an im- 
portant source of revenue. 

Official receivers are officers of the court to which they are attached as 
well as employees of the Board of Trade. In London and in the large cities 
they are paid salaries; elsewhere their remuneration consists of fees. They 
investigate the debtor’s conduct and affairs by both private and public 
examination; make reports relative to the bankrupt’s discharge, and in 
proper cases apply to the court for an order for prosecution of the bank- 
rupt. In “small bankruptcies,” hereinafter discussed, the official receiver 
liquidates the estate; in other cases he rarely becomes trustee but does 
have custody of the property pending the trustee’s appointment. He pre- 
sides at the first meeting of creditors and through proxies that are quite 
generally given him plays a large role in the selection of the trustee. 

Small Bankruptcies. A small bankruptcy is one in which the assets are 
not likely to exceed £300 in value or where the debts of the bankrupt do 
not exceed fifty pounds. These cases are handled summarily by the official 
receiver who devotes as much care to the proceeding as if it were an im- 
portant one. The conduct and affairs of the debtor are investigated as 
minutely as though a big estate were involved. A large bulk of the bank- 
ruptcy proceedings come under this head. 

Administration of Other Estates. It is not considered good policy to have 
the official receiver devote his time to the administration of estates ex- 
ceeding in value £300. A non-official trustee is selected by the creditors, 
subject, however, to certification by the Board of Trade. The Board will 
not certify an incompetent person as trustee and as a result chartered or in- 
corporated accountants trained in liquidation are usually elected trustees. 
Trustees are subject to supervision by a committee of inspection consisting 
of from three to five creditors chosen by the creditors. The trustee must 
have the committee’s permission in order to do anything of importance, 
but usually the committees place a great deal of confidence in the trustee 
and their approval is formal. 

Compositions. Before or after adjudication, as in the United States, the 
debtor may propose a composition or scheme of arrangement. A majority 
in number and three-fourths in value of the creditors may make an ac- 
ceptance binding upon all the creditors. If an adjudication in bankruptcy 
has been made it may be annulled where the composition is accepted." 


"4 Section 16 (10) provides: “If any facts are proved on proof of which the court would be 
required either to refuse, suspend, or attach conditions to the debtor’s discharge were he ad- 
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Voluntary and Involuntary Bankrupicy. A debtor may file a petition 
alleging that he is unable to pay his debts. A receiving order is then made 
and an order of adjudication may be made at the same time if the petition 
prays such relief. Normally, however, adjudication is not made until after 
the first meeting of creditors. 

Any creditor or creditors having a liquidated claim for £50 or more may 
file a petition alleging that the debtor has committed an act of bankruptcy 
within three months. ‘““The act of bankruptcy most frequently alleged is 
failure to comply with the bankruptcy notice. In 1928 it was alleged in 
78% of the total number of creditor’s petitions upon which receiving or- 
ders were made. In the preceding years the percentage was slightly high- 
er.’*5 The bankruptcy notice is essentially a collection device. It is a 
notice to the debtor to satisfy a judgment that has been obtained against 
him within a stated time, usually seven days. The debtor is warned that 
failure to comply is an act of bankruptcy. The threat is sufficient in many 
cases to secure compliance. 

The involuntary petition in bankruptcy is served on the debtor. Upon 
the hearing the court may dismiss the petition, make a receiving order 
against the debtor, or adjourn. “The average period from the date of 
filing the petition to the date of the receiving order, computed from eighty- 
five High Court (London) cases, was 69.3 days. Adjournments before the 
receiving order are granted on the theory that, until the receiving order is 
made, bankruptcy proceedings are a device by which a creditor may col- 
lect his debt. If he consents to an adjournment in order that his debtor 
may raise funds and pay the debt, an adjournment is proper.’’*® In this 
respect the English Act is a collection device and is dissimilar to both the 
Canadian and the American Acts. After a receiving order is made the 
creditors’ meeting is held and administration proceeds as outlined above, 
depending upon whether it is a small or large bankruptcy case. The first 
dividend is supposed to be within four months of the first meeting of 
creditors, but as a practical matter dividends are rarely declared within 
that period. 

Costs of bankruptcy administration in England are high, probably 
more so than in the United States. An efficient and honest administra- 
tion, however, is secured. 


judged bankrupt, the court shall refuse to approve the proposal, unless it provides reasonable 
security for the payment of not less than five shillings in the pound [25%] on all the unsecured 
debts provable against the debtor’s estate.” This subdivision is said to account for the un- 
commonness of compositions in bankruptcy. Donovan Report, 71st Cong. 3d Sess. 181 (1931). 


*s Donovan Report, 71st Cong. 3d Sess., 184 (1931). %6 Ibid. 
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CRITICISM AND SUMMARY 


The stigma of disqualification attaches to bankruptcy. As a conse- 
quence England has the Deeds of Arrangement Act which is properly a 
subject of bankruptcy. The code of commercial morality protects the 
community against both the dishonest and the inefficient trader. This 
protection is its chief asset. Protection is due not only to the provisions 
of the Act itself but to administration largely under government super- 
vision. 

England and Wales, to which the Act applies, are small countries and 
it might be argued that a machinery for liquidation for such countries 
would not prove workable in a country as large as the United States. The 
Canadian Act, however, is patterned upon the English Act in this respect 
and it appears, as we shall see, to be functioning well. 


WInDING Up, LIQUIDATION AND REORGANIZATION OF CORPORATIONS 


Liquidation and reorganization of corporations proceed under the Com- 
panies Act of 1929.'7 This Act governs registered companies, certain un- 
registered companies, as a trustees savings bank certified under the Trus- 
tees Savings Bank Act (1863), certain partnerships and associations, and 
companies incorporated outside Great Britain but carrying on business 
within Great Britain. In summary, the Act governs the great bulk of busi- 
ness entities. 


WINDING-UP 


The winding-up provisions of the Companies Act govern both (1) 
liquidation of the company where it is commercially insolvent and (2) 
the winding up or dissolution of a company where it is desired to terminate 
business or where the company has failed to comply with corporation law, 
as making “default . . . . in delivering the statutory report to the regis- 
trar or not holding the statutory meeting.” The winding up provisions 
are therefore much broader in scope than the bankruptcy or corporate re- 
organization provisions of the United States. In the United States fed- 
eral legislation concerns itself with the winding up of companies only when 
they are insolvent in the bankruptcy sense or unable to meet their debts 
as they mature. In the United States if a company is to be dissolved be- 
cause it is terminating business or has failed to comply with its charter 


7 2 Halsbury’s Statutes of England 878 et seg. (1929), as amended by the Assurance Com- 
panies (Winding-Up Acts (1933-35), 23 Geo. 5, c. 9, 25-26 Geo. 5, c. 35 (acts to provide for 
winding up of insolvent assurance companies under the Companies Act on petition of the 
Board of Trade), govern liquidation; Halsbury, supra at 874-8, govern arrangements and re- 
constructions. 
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or for other such reasons, the winding up will proceed under the laws of the 
sovereign (usually a state) which granted incorporation. 

In England “the winding up of a company may be either— 

(a) by the court; or 

(b) voluntarily; or 

(c) subject to the supervision of the court.’ 
If the winding up is either by the court or subject to its supervision, the 
High Court has jurisdiction and certain other courts have concurrent ju- 
risdiction, as the county court. The Lord Chancellor, with the concurrence 
of the President of the Board of Trade, is given authority to make rules for 
carrying into effect the provisions for winding up companies in England, 
and he, with the sanction of the Treasury, prescribes the fees. 

If a company is wound up by the court the procedure is analogous to 
bankruptcy procedure. There is an official receiver, although he need not 
be the official receiver attached to the bankruptcy court, and there is a 
liquidator with powers and duties analogous to the trustee in bankruptcy. 
A committee of inspection may be appointed and the Board of Trade has 
general powers of supervision and investigation. An account known as the 
Companies Liquidation Account, and analogous to the Bankruptcy Ac- 
count, is kept by the Board of Trade with the Bank of England. 

There are two kinds of voluntary winding up: (1) a members’ volun- 
tary winding up; and (2) a creditors’ voluntary winding up. The first kind 
applies where the company will be able to pay its debts in full within a 
period not exceeding twelve months. Here the proceedings are controlled 
by the shareholders. Where the company is not in such a financial state 
the proceedings will be controlled by the creditors. In either event the 
liquidation is essentially an out-of-court liquidation. Sometimes during 
a voluntary winding up the court is asked to assume supervision. If it does 
so, the liquidation proceeds in much the same manner as if the winding 
up had been by the court from the beginning. A number of detailed pro- 
visions of the Act, which are applicable to winding up by the court, do not 
apply, however, where the liquidation is merely under its supervision.’ 

Many provisions are applicable to every mode of winding up, such as 
provisions governing debts provable and priorities, provisions against 
fraudulent preferences, and provisions relative to offences occurring prior 
to or in the course of the winding up. The latter deal with offences by 
officers of the company in complying with the Act, failure to disclose all 
of the company’s property or produce books, “penalties for falsification 
[§ 272]; frauds by officers of the company [§ 273]; liability where proper 


8 Section 156 (1). 19 See 5 Halsbury’s Laws of England 788, 789 (2d ed. 1932). 
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books of account have not been kept [§ 274]; responsibility of directors for 
fraudulent trading by the company [§ 275]; powers of the court to assess 
damages against delinquent directors or other officers [§ 276]; and the pros- 
ecution of delinquent directors, officers or members of the company [§ 
277). 


ARRANGEMENTS AND RECONSTRUCTIONS 

Sections 153 to 155 provide a means for rearranging the capital struc- 
ture of a company, the amalgamation of companies, and the transfer of the 
assets of one company to a new company. These sections have an ana- 
logue in the Canadian Act, ** and combine features to be found in our fed- 
eral reorganization provisions and in state provisions for recapitalization 
and consolidation of companies. The English sections on arrangements 
and reconstructions effect the same objective as the federal and the ap- 
plicable state statutes do without the overlapping incident in this coun- 
try. Furthermore, insolvency or inability to meet obligations is not a 
condition to the invocation of these sections. The company in failing cir- 
cumstances may treat with its creditors and if three-fourths in value of 
the creditors, or class of creditors, as the case may be, present and voting, 
agree, and this agreement is sanctioned by the court, it is binding on all 
the creditors, or class of creditors, as the case may be, and upon the com- 
pany. 

SUMMARY 

Economic crises have not in themselves produced much change in liq- 
uidation legislation in England. The bases of the present Bankruptcy 
Act, 1914, are those of 1883; the Deeds of Arrangement Act, 1914, was a 
consolidation of the law on that subject, but did mark a formal separation 
from bankruptcy; and provisions in the Companies Act, 1929, for liquida- 
tion and reorganization of corporations remain substantially as under the 
Act of 1908. 


CANADIAN HISTORY AND EXPERIENCE” 
BANKRUPTCY 
The present Canadian Bankruptcy Act was assented to July 7, 1919, to 


be effective July 1, 1920. It was based mainly on the English Act of 1883 
but did contain provisions taken from other Canadian Legislation, name- 


2° 2 Halsbury’s Statutes of England 630 (1929). 

* See discussion of the Company Creditors’ Arrangement Act enacted in Canada in 1933, 
page 29 infra. 

* Citations to the Canadian Act are to the original Statutes of Canada, particularly the Act 
of 1919 and its amendments, and not to the Revised Statutes, unless otherwise noted. 
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ly, the Insolvent Act of 1875, the Winding-Up Act of 1906, and various 
provincial assignments and preferences acts.?3 The Act has been amended 
and supplemented almost yearly.24 Nevertheless, as is hereinafter pointed 
out, the Act remains basically the same as when enacted. With the ex- 
ception of special legislation dealing with farmers, the Canadian Bank- 
ruptcy Act is not a product of economic crisis. 

In 1867 the British North America Act gave to the Parliament of Can- 
ada exclusive legislative authority over “bankruptcy and insolvency.” 
Prior thereto there had been provincial legislation dealing with insolvency. 
The provinces had dealt with the matter along English or French lines 
depending upon their particular heritage.** After federation and begin- 
ning in 1869 the Dominion had for a time a general bankruptcy law. But 
this was repealed in 1880 due to unsatisfactory methods of administration 
and undue legislative tinkering. Aside from winding-up legislation the 
Insolvency Act of 1875, as amended in 1876 and 1877, was the last Domin- 
ion Act on the subject of bankruptcy and insolvency until the Act of 
1919.77 

Then for approximately forty years each province in the Dominion 
had its own assignment acts. Under these acts the debtor could make an 
assignment to an “‘authorized” trustee who received his appointment from 
the provincial governor. The legislation was carried out by such trustees 
under creditor supervision in the form of inspectors. A professional class 
of trustees grew up which carried on the liquidation business efficiently 
and at a reasonable charge to the debtor’s estate. Defects in the acts were: 
(1) lack of uniformity, the act of each province being different in both _ 
technical and material matters; (2) a debtor could not be compelled to 


23 Duncan, Law and Practice of Bankruptcy in Canada 31, n. 5 (1922). 


24 For the original enactment see g-10 Geo. 5, c. 36 (1919). For amendments see 10-11 
Geo. 5, c. 34 (1920); 11-12 Geo. 5, c. 17 (1921); 12-13 Geo. 5, c. 8 (1922); 13-14 Geo. 5, c. 31 
(1923); 15-16 Geo. 5, c. 31 (1925); 21-22 Geo. 5, c. 17-18 (1931); 22-23 Geo. 5, c. 39 (1932); 
24-25 Geo. 5, c. 53 (1934); 25-26 Geo. 5, c. 20, 61 (1935). 

% 30-31 Vic., c. 3, §.91 (21) (1867). 

Compare Art. I, § 8, cl. 4, of the Constitution of the United States where Congress is given 
power only to establish uniform laws on the subject of bankruptcies throughout the United 
States. There had been some doubt as to whether this gave Congress power to pass insolvency 
legislation; and there had been some attempted distinction in the Canadian provinces be- 
tween bankruptcy and insolvency legislation. Arguments have been made that laws which 
free the person are insolvent laws and those which discharge contractual obligations are 
bankrupt laws; that insolvent laws operate at the instance of the debtor while bankrupt laws 
operate at the instance of the creditor, and, it is sometimes said, only against traders. See 
Sturges v. Crowinshield, 4 Wheat. (U.S.) 122 (1819). To resolve possible conflict express 
authority over “bankruptcy and insolvency” was given by the Act. 


26 Duncan, Law and Practice of Bankruptcy in Canada, c. 2 (1922). 7 Id. at c. 3. 
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make an assignment; (3) a composition or extension could not be made 
after an assignment; and (4) discharge provisions were lacking. 

Mercantile interests pressed for Dominion legislation. H. P. Grundy, 
K.C., of Winnipeg, acting for the Canadian Credit Men’s Trust Associa- 
tion, was in the main the draftsman of the Act of 1919. Mr. Grundy was 
familiar with the legislation of other nations, particularly of England and 
of the United States, and he drew upon their liquidation experience and 
the experience under the early Canadian provincial insolvency laws. The 
study of the American Act led him to eschew the American court pro- 
cedure and he accordingly eliminated court procedure as a basic principle 
of liquidation.”* 

The Canadian Act of 1919, although amended many times, remains 
basically as enacted in 1919. Amendments have been made largely to 
clear up ambiguities; to provide a more workable procedure; and to accord 
specialized treatment to farmers. 


THE INSOLVENT DEBTOR AND HIS CREDITORS 


An insolvent is a person “(i) who is for any reason unable to meet his 
obligations as they generally become due, or (ii) who has ceased paying his 
current obligations in the ordinary course of business as they generally 
become due, and (iii) the aggregate of whose property is not, at a fair 
valuation, sufficient, or, if disposed of at a fairly conducted sale under 
legal process, would not be sufficient to enable payment of all his obliga- 
tions, due and accruing due, thereout.’*® Thus the Canadian definition of 
insolvency is far broader than the American bankruptcy definition, since 
the latter is limited to the third alternative in the Canadian definition. 
Until the Amendment Act of 1922 the acts of bankruptcy, while more nu- 
merous, were substantially those of the American Act.’° The Amend- 
ment Act of 1922, however, added the following as an act: “‘if he [a debtor] 
ceases to meet his liabilities [generally]** as they become due.”’* This is 
wholly foreign to the present American Act. 

28 Donovan Report, 71st Cong. 3d Sess. 147 (1931). In connection with the “Donovan” 
investigation of bankruptcy conducted for the U.S. District Court for the Southern District 
of New York, Robert H. Thayer prepared a “Report of Bankruptcy Administration in 
Canada.” This report based upon investigation of the working of the Canadian Act is extremely 


valuable and the writers have drawn upon it freely. The article by Greenberg, The Bankruptcy 
Law in Canada, 5 Jour. Nat. Assn. of Referees 119 (1931), has proved helpful. 

29 Section 2 (t) as amended. 

3° Compare § 3 of the Canadian Act with § 3 of the American Act. 

3 The word “generally” did not appear in the Amendment Act of 1922 but was added 
by 13-14 Geo. 5, c. 31 § 3 (1923). 

3 12-13 Geo. 5, c. 8 § 3 (1922). The Amendment Act of 1922 added another act of bank- 
ruptcy not particularly material to our discussion. 





BANKRUPTCY AND REORGANIZATION 21 


The collection features of the English Act are absent. In this respect 
the Canadian Act is patterned more nearly after the American Act. 

Building societies having a capital stock, incorporated banks, savings 
banks, insurance companies, trust companies, loan companies, and rail- 
way companies are not subject to the Act.** Like the American Act a 
wage earner or a person engaged solely in farming or the tillage of the soil 
is not subject to an involuntary proceeding, although such person may 
avail himself of the voluntary provisions.’ Like the American Congress 
the Canadian Parliament has seen fit to deal specially with farmers in 
other respects.’ Thus in 1925 the cost to a farmer of a voluntary pro- 
ceeding was substantially reduced. A new section, § 8 (c), was added 
which provided that if the Lieutenant-Governor in Council of any prov- 
ince authorized any officer of the provincial government to act as a cus- 
todian and trustee of any person engaged solely in farming or tillage of the 
soil, such person should be appointed custodian and trustee and should 
not receive any remuneration therefor. Certain costs incurred by that 
officer were also to be eliminated. In 1934 the Farmer’s Creditors Arrange- 
ment Act was passed.** The Act was apparently a temporary measure de- 
signed to tide over farmers during the depression. Its objective and ma- 
chinery are very similar to § 75 of the American Bankruptcy Act, which 
deals with agricultural compositions and extensions.*7 Unlike the Ameri- 


can Act the Canadian Act provides that a farmer may be adjudged a 
bankrupt on his failure to carry out an approved proposal, provided that 
failure is not due to causes beyond his control.** The board which is set up 
to administer the Act has extensive judicial powers, in that it can force 
upon both creditors and debtor a proposal which it deems just and proper 
in the case. 

The Canadian Act is like the English Act in its provision for an allow- 


33 Section 2 (k). This is substantially the American provision. 11 U.S.C.A., § 22 (1929). 

34 Section 8 (1). Cf. § 4, 11 U.S.C.A., § 22 (1929) (American Act.) 

35 15-16 Geo. 5, c. 31, § 4 (1925)(1929). Costs of custodian in Part III of the General Rules 
was eliminated. 

Section ro of the Amendment Act of 1925 also amended § 59 of the Bankruptcy Act 
exempting a farmer from the necessity of keeping books of account and allowing him to trade 
after knowing himself to be insolvent. Failure to comply with § 59 (b) and (c) by a person 
non-exempt is ground for refusing, suspending, or conditioning a discharge in Canada. 

36 24-25 Geo. 5, c. 53 (1934). It was amended by 25-26 Geo. 5, c. 20 and 61 (1935). (Chap- 
ter 61 provided that the operation of the Act in British Columbia should cease on proclama- 
tion.) 

37 Section 75 was added to the American Act in March 3, 1933; amended June 7, 1934, 
June 28, 1934, August 28, 1935. 

38 Section 2 (3). 
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ance to the debtor for the support of himself and his family.2® The Ameri- 
can method is to allow the debtor such property as would be exempt from 
execution under the law of the state of his residence.’ Provisions for the 
distribution of the estate are apt to effect a more equitable distribution 
than is effected under the American Act. This is true largely because the 
Canadian Act, like the English, proceeds on the theory that liquidation 
should take place when the debtor becomes unable to meet his obligations 
as they mature. Authorized assignments are encouraged, since the stigma 
of bankruptcy does not attach to such assignments. At first, title to after- 
acquired property in the case of assignments did not vest in the trustee, 
while in an involuntary proceeding the trustee took title to such property 
until the debtor was discharged.“ This difference of treatment would tend 
to encourage debtors in failing circumstances to come forward and treat 
with their creditors. It was, however, discontinued in 1923. The trustee 
now takes title to after-acquired property in both voluntary and involun- 
tary cases.” Section 48 restricts creditors. It provides that the claims of 
certain relatives of the debtor and an officer, director, or share-holder of a 
bankrupt corporation shall be postponed until the claims of all other 
creditors are satisfied. Provisions governing discharge and offences are 
more carefully designed than those in the American Act to safeguard the 
financial community against the dishonest and the wastrel. In so far 
as they succeed they help to augment the estate to be distributed. 

The provisions on the discharge of a bankrupt or assignor*® and on 
bankruptcy offences*‘ are far more detailed and cover many more matters 
than similar provisions in the American Act. Unlike the American Act, 
a discharge may be suspended or conditioned when the debtor’s assets are 
-not equal to 50% of his unsecured liabilities, unless he is able to show that 
such condition “‘has arisen from circumstances for which he cannot justly 
be held responsible.” Continuation in business after the debtor knows 
that he is insolvent is one of many facts which justifies a court in refusing, 
suspending, or conditionally granting a discharge. Other such facts are 
gambling or rash speculation, extravagance in living, an undue preference, 
a former bankruptcy or assignment. The general theory underlying the 
provisions governing discharge and criminal offences is to punish the fraud- 
ulent and dishonest and to prevent that type of person, as well as the 
rash and extravagant person, from again engaging in business as a dis- 
charged debtor. 


39 Section 21. Cf. § 58 of the English Act, 1914. # 13-14 Geo. 5, c. 31 § 15 (1923). 


4° Section 6, 11 U.S.C. § 24. 43 Sections 58, 59, 60, 61, 62. 
4 Section 25 (a). 44 Part VIII. 
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MACHINERY FOR LIQUIDATION 

Authorized Assignment. “A great many more liquidations under the 
Canadian Act are initiated through authorized assignments than through 
involuntary petitions. In the West 95 to 98% of all bankruptcy cases 
commence by an authorized assignment. In the East the percentage of 
assignments is at least 663% of all cases. When a debtor makes an assign- 
ment he is known, not as a ‘bankrupt,’ but as an authorized assignor, and 
to avoid the stigma attached to the word ‘bankrupt,’ debtors, particularly 
in the West, are willing and anxious to effect an assignment voluntarily. 
In the large business centers in the East, although this factor does not play 
as important a part, yet assignments are preferred and more frequent, be- 
cause a debtor who assigns is in a much better position to effect a composi- 
tion or extension agreement with his creditors and to retain their good- 
will than if the creditors had been compelled to make the initial move 
themselves by filing a petition.’’*> Any insolvent debtor, except those cor- 
porations not subject to the Act, whose liabilities, provable under the 
Act, exceed $500 may make an “authorized assignment.’’*° It is essentially 
what is known under the American Act as a voluntary petition in bank-— 
ruptcy, but under the American Act no specified amount of indebtedness 
is requisite for a voluntary petition, although a debtor must owe debts to 
the amount of $1,000 before he can be adjudicated an involuntary bank- 
rupt.‘’ 

The Amending Act of 1921** attempted an anomalous method of liqui- 
dation which provided that a debtor could require an authorized trustee 
to call a meeting of his creditors to effect a composition, extension, or 
scheme of arrangement before the debtor had been adjudicated a bank- 
rupt or had made an authorized assignment. Provisions for such settle- 
ment were essentially the ordinary composition, extension, or arrange- 
ment solutions but apparently it was felt that this was more of an out-of- 
court solution and would be more acceptable to debtors and creditors. If 
the debtor’s proposals were not accepted or confirmed the court might ad- 
judge him a bankrupt or permit him to make an authorized assignment. 
This method of liquidation was short-lived and was repealed in 1923.*° 
This repeal in 1923 further provided that no composition or extension 
agreement could be made until after adjudication or assignment. This 


4s Donovan Report, 71st Cong. 3d Sess. 153 (1931). 
46 Section 9. 47 Section 4, 11 U.S.C.A. § 22 (1929) (American Act). 


48 11-12 Geo. 5, c. 17, § 13 (1921). This Act was suggested no doubt by the English Deeds 
of Arrangement Act. 


49 13~14 Geo. 5, c. 31, § 15 (1923). 
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amendment was due to many complaints, particularly from the province 
of Quebec, to the effect that “debtors were bribing their creditors and us- 
ing fraudulent means to force through compositions to avoid being ad- 
judged a bankrupt or an authorized assignor.” After the amendment, 
compositions decreased in number considerably. They now take place in 
only about one-third of all cases.5° 

The discharge provisions apply equally to authorized assignments and 
involuntary petitions. 

Involuntary Petition. An involuntary petition may be presented by a 
creditor or creditors holding provable claims in the amount of $500, pro- 
vided it is based on an act of bankruptcy which has occurred within six 
months.* The petition may not be withdrawn after presentation without 
leave of the court,” and the presentation is considered as the commence- 
ment of the bankruptcy proceeding.* 

Liquidating Officials. An acute problem ever present in liquidation is to 
determine whether the liquidation shall be essentially under creditor con- 
‘trol or governmental supervision. Canada has adopted a middle position. 
At the first or a subsequent meeting the creditors appoint one or more, 
but not exceeding five, inspectors.‘4 Inspectors are usually large creditors, 
but sometimes other persons, such as local individuals, may be chosen for 
their peculiar knowledge of the estate, or to reduce costs, since inspectors 
are entitled to traveling expenses. A trustee must procure the written per- 
mission of the inspector for every step that he takes in the liquidation of 
the estate. Such permission cannot be general, but is to be a permission 
to do a particular thing or things. Inspectors have been compared to a 
corporate board of directors, and the trustee, to an executive officer there- 
of. When a trustee has procured the requisite permission he is free to act 
without court order. As a general rule the inspectors take an active part 
in the administration of the estate by the trustee, although if the trustee 
is well-known for efficiency and experience in liquidation matters inspec- 
tors follow rather than direct the proceedings.*s 

The original Canadian Act provided for official trustees, individuals or 
organizations named by the Governor in Council as competent to liquidate 
an estate either under an authorized assignment or an involuntary pro- 
ceeding. It was contemplated that the professional trustees which had 
functioned under the provincial assignment statutes and had proved 


8° Donovan Report, 71st Cong. 3d Sess. 156-57 (1931). 

S Section 4 (3). 53 Section 4 (10) as amended. 
8 Section 4 (9). 84 Section 43. 

5s Donovan Report, op. cit. supra note 50 at 154-6. 
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trustworthy and efficient would be appointed. Official trustee appoint- 
ments were used, however, as a means of political patronage and many in- 
experienced and incompetent persons were appointed as official trustees. 
The Amendment Act of 1923 made rather radical changes in the liquidat- 
ing personnel. The office of an Official Receiver was established. There 
was to be one such officer in each bankruptcy district or division. He was © 
to examine the bankrupt or assignor, and he or his nominee was to preside 
at the first meeting of creditors. At this meeting the creditors were by 
ordinary resolution to choose any person but the Official Receiver as 
trustee for the administration of the estate. The return in 1923 to un- 
official trustees did not prove entirely satisfactory. It was said in 1931 
that “The chief abuse arising from the provisions of the Act itself results 
from the existence and operation of fraudulent trustee organizations, who 
with the assistance of dishonest debtors are able through the machinery 
of the Act to gain control of estates as custodians and later as trustees.”’s’ 
The same abuse has occurred under the American Act.5* The Amendment 
Act of 19325® provided that no one could act as a trustee who had not 
been licensed by the Minister of Justice. The public interest was to be 
considered in issuing the license, which was to be effective for one year, 
subject to renewal. From such an official panel creditors may select the 
trustee. The office of superintendent of bankruptcy was created; appoint- 
ment to be made thereto by the Governor in Council. It is the Superin- 
tendent’s duty to make reports on trustees, to gather and analyze bank- 
ruptcy data, and to make a report relative to the discharge of each debtor 
and trustee. Like the English Act the Canadian Act now recognizes that 


6 The Official Receiver is not to be confused with the receiver under the American Act. 
The American receiver corresponds to the Canadian custodian whose duty it is to take 
charge of an estate pending the appointment of a trustee. 13-14 Geo. 5, c. 31 (1923). The 
Canadian officer who corresponds to the American referee in bankruptcy is the registrar in 
bankruptcy. He is a salaried officer of the court appointed in each province by the Chief 
Justice of the Supreme Court of that province. “The registrar in bankruptcy often holds 
other court offices, such as registrar of other courts, etc., but his functions in bankruptcy 
administration are principally judicial. His chief functions . . . . are to sit in chambers as a 
judge and hear all applications of trustees, creditors, or debtors in administrative proceedings 
as well as to confirm compositions and grant discharges to both trustees and debtors. (Section 
65) is generally interpreted as permittting the registrar to pass upon only those applications 
which are unopposed. An appeal from a registrar’s holding may always be made to a judge.” 
Donovan Report, op. cit. supra, note 50, at 149. 

57 Donovan Report, op. cit. supra note 50, at 163. 

s* Manipulation and control of the bankruptcy machinery to the interest of non-creditors 
were the chief abuses in the Southern District of New York which led to the investigation, 
summarized in the “Donovan” Report. 

59 22-23 Geo. 5, c. 39 (1932). 
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the public has a vital interest in the proper administration of bankruptcy 
legislation and that there must be some public official charged with the 
duty to see that the Act functions properly. Creditors alone can not be 
expected to see that advantage is not taken by the unscrupulous debtor. 


SUMMARY 

An investigation into the functioning of the Canadian Bankruptcy Act 
revealed that on the whole business men, attorneys, and judges felt that 
it was functioning well.®° The chief abuse discovered then was the fraudu- 
lent trustee organization. This abuse, as we have see, has now been cured. 

The Canadian Act is neither a debtor’s nor a creditors’ act. Its aim is 
to bring within its provisions an estate as soon as such estate becomes 
insolvent; liquidate it under governmental and creditor control; and dis- 
charge the honest debtor and protect the community from the dishonest 
and inefficient debtor. 


LIQUIDATION AND REORGANIZATION OF CORPORATIONS 

Corporations, with the exceptions hereinbefore noted, are subject to 
provisions of the Bankruptcy Act. No special treatment of corporations 
has been accorded in the above discussion of the bankruptcy provisions 
because those are designed in the main to effect liquidation, not reorgani- 
zation and rehabilitation. The liquidation of a corporation under the 
Bankruptcy Act proceeds in the same manner as any bankruptcy pro- 
ceeding. 

For a considerable time prior to the enactment of the Bankruptcy Act, 
Canada had, by its Winding-Up Act, provided for the liquidation of in- 
solvent corporations under court supervision.* Court supervision is the 
distinguishing feature between liquidation under the two acts. The Bank- 
ruptcy Act did not repeal the Winding-Up Act, but did provide that, for 
all corporations subject to the Bankruptcy Act, “the Winding-Up Act 
shall not, except by leave of the court, extend or apply to it 
until about 1927 leave of court was freely granted, but about that time a 
reaction against granting leave set in.*? 

The Winding-up Act extends to corporations that are subject to the 
Bankruptcy Act, and in addition to such companies as “incorporated 


6° Donovan Report, 71st Cong. 3d Sess. 165-8 (1931). 


* For the Winding-up Act see Rev. Stat. of Canada (1927), c. 213, as amended 20-21 Geo. 5, 
c. 49 (1930), 22-23 Geo. 5, c. 56 (1932), and as further amended by The Companies’ Creditors 
Arrangement Act, 1933, 23-24 Geo. 5, c. 36 (1933). 


® Rev. Stat. of Canada, c. 11, § 153 (1927). 
3 Fraser, Reorganization of Companies in Canada, 27 Col. L. Rev. 932, 950 (1927). 
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banks, savings banks, incorporated insurance companies, loan companies 
having borrowing powers, building societies having a capital stock 

It “does not apply to building societies which have not a capital stock or to 
railway or telegraph companies.” 

Practitioners feel that reorganization and rehabilitation cannot be ac- 
complished under the Bankruptcy Act, nor in the main under the Wind- 
ing-up Act, which like the Bankruptcy Act, aims at liquidation rather than 
reorganization. Some reorganizations have occurred, however, under the 
Winding-up Act. This takes the form of the organization of a new com- 
pany, which purchases the assets of the debtor corporation and issues its 
bonds and stock in payment therefor.* 

Reorganization by Secured Creditors and Shareholders. Incorporation of 
ordinary commercial companies may be either under the Dominion Com- 
panies Act or under the Companies Act of a particular province. “If the 
company’s activities are to be confined to one province, the balance of 
convenience is usually in favour of obtaining incorporation in that 
province. If the company proposes to carry on business throughout the 
Dominion or in several provinces, incorporation under the Dominion Act 
is preferable, for the reason that the status and powers of dominion com- 
panies cannot be destroyed by provincial legislation The powers of 
the company and the rights of the shareholders are, of course, governed by the 
particular Companies Act under which the company is incorporated. The 
obligations of the company to its creditors and the holders of its securities 
are ordinarily governed by the provincial law applicable. This is so, both 
for the dominion and provincial companies, because, under the British 
North America Act, property and civil rights are within the legislative 
jurisdiction of the provinces.’”®’ But the provincial law yields on the sub- 
ject of liquidation. If the Bankruptcy Act or the Winding-up Act is in- 
voked, all non-exempt companies, whether dominion or provincial, will be 
subject thereto, inasmuch as these Acts deal with bankruptcy and in- 
solvency over which the Dominion government has exclusive control. 
Thus the place of incorporation is important if a recapitalization by 
shareholders is solely involved, otherwise not. 

If the company is not. being liquidated, the particular Companies Act, 
under which incorporation took place, is applicable and will govern a re- 
capitalization by shareholders. Both the Dominion Companies Act and 


6 Rev. Stat. of Canada, c. 213, § 6 (1927). 
6s Rev. Stat. of Canada, c. 213, § 7 (1927). 
% See Fraser, op. cit. supra note 63 at 950. $7 Jd. at 932. (Italics ours.) 
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the provincial Companies Acts provide means whereby a specified major- 
ity of the shareholders may effect a readjustment of their rights. 

If proceedings are initiated by or against a corporation, under the 
Bankruptcy Act, Section 13, as amended in 1923, permits the bankruptcy 
court to adjust and modify the rights of shareholders. 

Before the reorganization of a company, as opposed to liquidation, can 
be understood the standard provisions of the Canadian corporate mort- 
gage must be described. It contains two provisions not commonly found in 
American mortgages: (1) a floating charge provision; and (2) majority 
provisions, whereby a stated majority of the bondholders may affect 
their rights and the rights of the minority bondholders.” 

These features are similar to those commonly inserted in English trust 
deeds. The floating charge gives the bondholders an immediate equitable 
charge upon the corporate property, present and future, subject to the 
right of the corporation to deal with its property in the ordinary course 
of business. The company is quite generally given power to effect ordinary 
commercial loans with priority over the equitable charge. When default 
under the mortgage has occurred the floating charge becomes crystallized 
upon the corporate property. As a consequence unsecured creditors can 
gain little by the initiation of liquidation proceedings; the trustee in 
bankruptcy or the liquidator under the Winding-up Act would take the 
property subject to this all-inclusive and paramount floating charge. 

The majority provisions give a stated percentage of bondholders the 
right to take effective action and bind themselves and the minority bond- 
holders. Such provisions commonly found in Canadian mortgages give 
the majority the power, by extraordinary resolution, to effect a plan of re- 
organization and such other powers as are commonly given, not by the 
American corporate mortgage but by American bondholders, to com- 
mittees formed to represent them in reorganization proceedings. 

If no thoroughgoing reorganization is necessary, but only partial re- 

68 For the Dominion Companies Act see Rev. Stat. of Canada, c. 27, §§ 144, 145 (1927), 
as amended by 20-21 Geo. 5, c. 9, § 37 (1930), 24-25 Geo. 5, c. 33, §§ 122, 123 (1934). (Three- 
fourths of the shareholders or class of shareholders, as the case may be, present and voting at 


the meeting called therefor may, subject to approval by the court, make a binding compro- 
mise or arrangement concerning the status of such class.) 

6 9-10 Geo. 5, c. 37, § 13 (1919), as amended by 13-14 Geo. 5, c. 31, § 15 (1923); Rev. Stat. 
of Can., c. 11, § 21 (1927). 

7 For treatment of the Canadian corporate mortgage, a form of floating charge, and a good 
discussion thereof, as well as discussion of majority provisions, see Fraser, Reorganization of 
Companies in Canada, 27 Col. L. Rev. 932, 934 ef seg. (1927), on whom the writers have drawn 
freely for Canadian corporate reorganization materials. 
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organization, a specified number of bondholders may accomplish this by 
requiring the trustee to call a meeting, and voting at that meeting to make 
certain modifications in their rights.” 

If extensive scaling down of fixed charges and the obtaining of new 
capital is necessary, reorganization will normally be effected by judicial 
sale. The trustee will initiate foreclosure proceedings. A receiver and 
manager (who is the same person) will be appointed to take charge of and 
manage all the property comprised in the mortgage which will, by virtue 
of the floating charge, be all of the corporate property. Bondholder’s com- 
mittees will be formed and deposits solicited. The formality of public 
sale will be gone through with, but if the bondholders’ committee has been 
successful in securing deposits there will be no one to bid against it. Un- 
like the American bondholders’ committee it will not put in a bid but will 
take steps to effect its plan of reorganization. Since a stated majority may 
bind the minority no cash is needed to buy off dissenters and the plan can 
then be put into effect. In some of the provinces it was necessary to secure 
the court’s approval of the plan as well as the master’s confirmation if a 
cash transaction was not involved.” 

No revolutionary legislative changes have been made. The Com- 
panies’ Creditors Arrangement Act was passed in 1933,’3 and the Domin- 
ion Companies Act was amended in 1934.” 

The Arrangement Act applies to all corporations, “except banks, rail- 
way or telegraph companies, insurance companies and trust companies 
organized under or governed by the Trust Companies Act, and loan com- 
panies organized under or governed by the Loan Companies Act.’’’> The 
purpose of the Arrangement Act was to facilitate compromises and ar- 
rangements between companies, both provincial and dominion, and their 
creditors. The Canadian corporate mortgage features are not limited by 
the Arrangement Act, but it is in extension of their rights.” The necessity 

™ “Instances of modifications effected by the above procedure are the postponement or re- 
duction of sinking fund requirements; the extension of the maturity of the bonds either with 
or without terms as to increasing the interest rate where market conditions or the company’s 
position make immediate refunding operations undesirable or impossible; permission to the 
company to purchase property subject to lien ranking ahead of the bonds; permission to the 
company to sell the assets to a new company subject to the existing bond mortgage; release of 
the mortgaged assets in exchange for new securities; authorization to the trustee to release 


part of the mortgaged premises either on terms or unconditionally; waiver of minor de- 
faults.” Fraser, op. cit. supra note 70 at 944. 


” Id. at 942. 
73 23-24 Geo. 5, c. 36 (1933). 73 See § 2 (b). 
™ 24-25 Geo. 5, C. 33, §§ 122, 123, 124 (1934). % See § 7. 
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for a judicial sale, however, is dispensed with. But action by bondholders 
and other creditors is subject to court control. 

The purpose of the amendment to the Dominion Companies Act was 
further to facilitate compromises and arrangements between dominion 
companies and shareholders. 

The processes of corporate liquidation and reorganization have been 
brought under increased court supervision, but aside from that they seem 
to have remained essentially the same. 


SUMMARY 


Canadian methods of reorganization prior to the economic crisis were 
not essentially different from those of the United States.”? The chief 
difference was due to the power of the majority of Canadian bondholders 
to bind the minority and their control over the assets of the corporation 
by virtue of the floating charge. That is a more extensive power than 
bondholders have in America, although, after the reorganization proceed- 
ing commences, their committees obtain, by solicitation and deposit, an 
extensive and direct power over depositors, and a large bargaining power 
with non-depositors. That difference still distinguishes present reorganiza- 
tion proceedings in Canada and the United States. In both countries 
there has been a trend toward more court supervision and control. 

It is difficult to tell (1) whether the bondholders in Canada have abused 
their extensive power over corporate assets; and (2) whether they have 
been imposed upon by their committees. A distinguished commentator 
took the position in 1927 that neither abuse seemed present.”* Since there 
is more court supervision today the danger of abuse seems further mini- 
mized, but there is no machinery governing bondholders’ committees. As 
subsequently pointed out in the discussion of American reorganization, 
bondholders’ committees have abused their power in this country. Legis- 
lation is pending to correct such abuses.” Whether it is needed in Canada 
today is not yet apparent. 


77 Cf. Swaine, Reorganization of Corporations, Certain Developments of the Last Decade, 
27 Col. L. Rev. 901 (1927) an article companionate to Fraser’s, op. cit. supra n. 70 which deals 
with American reorganization; see also this paper, infra, dealing with American corporate 
reorganization and liquidation. 

78 See Fraser, op. cit. supra note 70. 

79 Representative Lea has introduced the “Committee Act of 1937,” H.R. 6968, 75th Cong. 
1st Sess. (1937), designed to regulate the solicitation of proxies, deposits, and assents in con- 
nection with reorganizations, voluntary readjustment and debt arrangements, and to prevent 
committees from overreaching those whom they purport to represent in the reorganization 


proceeding. 
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AMERICAN HISTORY AND EXPERIENCE 


Article I, § 8, cl. 4, of the Constitution gives Congress the power “‘to 
establish a uniform Rule of Naturalization, and uniform Laws on the sub- 
ject of bankruptcies throughout the United States.’”’ Nowhere in our 
fundamental law is the “Subject of Bankruptcies” defined. 

The Articles of Confederation had contained no mention of power in the 
central government to regulate commercial practices among the states. 
The lack of commercial unity among the states and the inability of the 
Federal Confederate Government to deal properly with interstate com- 
mercial practices was a motivating force toward the establishment of a 
stronger Federal Government. The state insolvency laws had proved in- 
adequate, and were important causes contributing to the disunity of the 
mercantile structure. There were delegates to the Constitutional Con- 
vention in 1787 who were familiar with the English bankruptcy legislation 
and its method of operation, and with the various colonial laws on the 
subject. But their abilities were not drawn on until a late date in the Con- 
stitutional Convention, when the matter of federal control of bankrupts 
first came up. Charles Pinckney was the author of the first draft of the 
bankruptcy clause. It read that Congress should have power ‘‘to estab- ~ 
lish uniform laws on the subject of bankruptcies and respecting the dam- 
ages arising on the protest of foreign bills of exchange.’’ The subject was 
then regarded as it had been in England for over two hundred years and 
during the middle ages on the Continent, as a regulation of commerce 
which, if not a part of the law merchant, was closely related thereto. 
Madison was shortly to comment: “The power of establishing uniform 
laws of bankruptcy is so intimately connected with the regulation of com- 
merce and will prevent so many frauds where the parties or their property 
may lie or be removed into the different States, that the expediency of it 
seems not likely to be drawn into question.”*® The promotion of com- 
merce by a wise use of the bankruptcy power in protecting credit relations 
is evident.** It, therefore, becomes important to note that the grant of the 
bankruptcy power in its final form, although related to commerce, was 
not included in clause 3, which gives to Congress the power “‘to regulate 
Commerce with foreign Nations, and among the several States, and with 
the Indian Tribes.’’ From that it is fair to infer that the draftsmen did 
not wish to restrict the bankruptcy grant as they had done the power over 
commerce. Congress was to have an all inclusive power, through the 


8° The Federalist no. 42; and see Senate Doc. no. 65, 72d Cong. 1st Sess. 50 (1932). 


*t See supra note 1. 
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bankruptcy grant, to enact any legislation reasonably framed and related to 
the subject of bankruptcies, which in turn is indissolubly linked to com- 
merce and credit. The United States Supreme Court, by a long line of 
decisions, has affirmed the power. Only in its 5-4 decision holding the 
Municipal-Debt Readjustments Act unconstitutional as an infringement 
of state sovereignty has it definitely limited the power: a decision legally 
and economically indefensible. 

If, in addition, it is remembered that the first English Acts, as well as 
the early American Acts, were designed for the protection of the com- 
mercial community; that insolvency was not an element in those laws, 
_ although that element has been drawn into the modern legislation, it can 
be seen that the Constitutional grant of power over the subject of bank- 
ruptcies embraces the entire field of debtor-creditor relationships for the 
purpose of equitable distribution of a debtor’s estate, rehabilitation of the 
debtor, and protection of the credit structure against anything materially 
contributing toward its impairment.*? Judge, later Justice, Blatchford, 
commented: “It cannot be doubted that Congress in passing laws on the 
subject of bankruptcy is not restricted to laws with such scope only as the 
English laws had when the Constitution was adopted. The power given 
must, indeed, be held to be general, unlimited, and unrestricted over the 
subject.’’* 

THE ACTS OF 1800, 1841, 1867 


Story thought the colonies and states never had any laws that could 
technically be called bankruptcy laws. Pennsylvania, however, had 


% The decision is Ashton v. Cameron Co. Water Imp. Dist. No. 1, 31 Am. B. R. (N.S.) 96, 
56 S.Ct. 892 (1936), criticized by the writers in the revision of Gilbert’s Collier on Bankruptcy 
1555-7 (4th ed. 1937). In speaking of the bankruptcy power Mr. Justice Cardozo in the 
Ashton case said: ‘‘The history is one of an expanding concept. It is, however, an expanding 
concept that has had to fight its way. Almost every change has been hotly denounced in its 
beginnings as a usurpation of power. Only time or judicial decision has had capacity to 
silence opposition.” Warren, writing a short time before the Ashton case, commented in this 
manner on the power: “... . until the decision on May 27, 1935, in the Frazier-Lemke Act 
case, no development under the Bankruptcy Clause of the Constitution has ever failed of sup- 
port by the Supreme Court.” Warren, Bankruptcy in the United States History 9-10 (1935). 
The Frazier-Lemke Act decision to which he refers held invalid one subsection of Section 75, 
which deals with Agricultural Compositions and Extensions, on the ground that it was not 
reasonably framed, and thus deprived the secured creditor of property without due process of 
law. Since that decision the subsection was amended and has been sustained as constitutional 
by the United States Supreme Court. Wright v. Vinton Branch of Mountain Trust Bank of 
Roanoke, Va., 57 S. Ct. 556 (1937). The problem is discussed in Constitutional Law—Due 
Process and the Frazier-Lemke Acts, 35 Mich. L. Rev. 1130 (1937). For the new municipal 
bankruptcy act see Public Act no. 302, 75th Cong. rst Sess. (1937). 

§3 Cf. Kreft, What Is the “‘Subject of Bankruptcies?”, 6 Temp. L. Q. 141 (1932). 

84 In re Reiman, Fed. Cas. No. 11673 (1874). 
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passed “‘An Act for the Regulation of Bankruptcies’ in 1785. In addition, 
Pennsylvania, like most of the other states, had insolvency laws. These 
laws were not uniform; nor did they furnish adequate coverage. In some 
states, such as Massachusetts and Connecticut, for instance, the in- 
solvency laws dealt only with a deceased debtor’s estate. The main in- 
adequacy of the state insolvency laws, however, was the inability to give 
a discharge which would be effective in other states. 

At the beginning of our national history, speculation in government 
scrip, in the shares of new corporations, in land, and the large commercial 
losses due to our relations with France produced such financial stringency 
that some national legislation became necessary. The Act of 1800 was the 
answer. It closely resembled the English and Pennsylvania statutes. It 
was a temporary measure expressly limited to five years and was repealed 
in 1803. It contained no voluntary provisions and applied only to traders, 
merchants, and brokers. The acts of bankruptcy were those by which a 
debtor attempted to put himself or his property beyond the reach of his 
creditors. Insolvency was not an element of an act of bankruptcy. The 
bankrupt was given a certain percentage of his assets, provided the estate 
paid certain specified percentages to the creditors. In addition the com- 
missioners in bankruptcy could make such allowances to him as was 
necessary for the support of himself and family. The honest debtor who 
complied with the provisions of the Act was entitled to a discharge after 
the commissioners had certified to his compliance, provided two-thirds in 
number and in value of the bankrupt’s creditors (creditors for less than 
fifty dollars were not counted) signed or consented to the allowance of the 
discharge. Thus the first American law dealt with discharge as the Eng- 
lish had done under the practice as developed under the law of 1705. 

Dissatisfaction with the Act was due to the difficulty of travel to the 
more or less remote and unpopular federal courts; to the small dividends 
that had been paid, although little more could be expected since most of 
the debtors proceeded against were already in jail; and because some un- 
scrupulous debtors had been able to use the Act to their advantage. Then, 
too, the agricultural classes had been opposed to bankruptcy legislation 
from the first. With the return of prosperity, the agricultural opposition 
and the dissatisfaction with the working of the Act combined to effect a 
repeal. 

There was agitation from time to time for the enactment qf a new 
bankruptcy law. “In 1824, for example, Daniel Webster introduced and 
strongly supported a bill for a bankruptcy law designed to supplant the 
‘twenty-four different and clashing systems’ of the States. President 
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Adams recommended the passage of a law in 1825.’*5 But the next legisla- 
tion did not come until 1841. Under the Act of 1841, involuntary proceed- 

ings were limited to cases where the debtor put himself or his property 
beyond the reach of his creditors. Voluntary proceedings, however, were 
open to all debtors. This was attacked as unconstitutional on the ground 
that a law which permitted voluntary proceedings was not a bankruptcy 
but an insolvency law,** but voluntary proceedings have come to be re- 
garded as an essential part of our Act. Any debtor who surrendered his 
property and complied with the orders of the court could obtain a dis- 
charge. Creditor control was eliminated. Unlike the Act of 1800 which 
provided for the election of a trustee by creditors, the Act of 1841 did not 
provide for meetings of creditors but did provide that the court would ap- 

point a trustee. The Act of 1841 was largely a product of financial strin- 
gency, and like the Act of 1800 was short-lived. It was repealed in 1843. 
Its chief contribution to the legislation which we now have was its pro- 
visions for discharge and voluntary proceedings. 

Financial stress produced by the Civil War brought on the enactment 
of legislation in 1867. As we noted, the Act of 1841 abolished distinctions 
between traders and other persons so far as voluntary proceedings were 
concerned. The Act of 1867 went further and abolished the distinction en- 
tirely. Voluntary proceedings were limited to debtors owing at least three 
hundred dollars and no voluntary bankrupt could be granted a second dis- 
charge unless in the second proceeding dividends of at least seventy per- 
cent were paid or three-fourths in value of the creditors assented to a 
lesser amount. The consent of creditors was required for a discharge where 
the estate paid less than fifty percent, unless a stated majority in number 
and value of his creditors assented to a smaller dividend. Subsequently in 
1874 the fifty percent dividend requirement for discharge was abolished 
in involuntary proceedings, and only a thirty percent dividend or the 
consent of one-fourth the creditors holding one-third in amount of the 
claims was required in voluntary proceedings. Composition provisions 
were also added. A debtor could effect a composition without being ad- 
judicated a bankrupt. Here we have the first escape in American legisla- 
tion from the stigma attaching to bankruptcy. 

One of the most important features was the provision that the failure 
to pay commercial paper for a period of fourteen days*’ by a banker, 
merchant, or trader was an act of bankruptcy for the purpose of involun- 
tary proceedings. 

&s Senate Doc. No. 65, 72nd Cong. rst Sess. 51 n. 6 (1932). 

86 Td. at 51. 87 In 1874 the time was extended to forty days. 
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Repeal was partly due to some abuses on the part of courts in appoint- 
ing trustees in addition to the trustee or trustees elected by the creditors;~ 
but numerous and excessive fees were the main causes. It was effected in 
1878 by majorities in the Senate and the House of six to one and five to 
one, respectively. 


THE ACT OF 1898** 


While measures for repeal of the Act of 1867 were pending many people 
realized that a national bankruptcy law was needed. Although they were 
not strong enough to prevent the repeal they immediately began agitation 
for new legislation. The Boston Merchants Association obtained Judge 
Lowell of Massachusetts in 1881 to draft a bill. He sought to protect 
credit by provisions along English lines. The offences enumerated and 
the grounds for discharge were substantially those now forming a part of 
the English and Canadian laws. Creditor consent to a discharge was 
eliminated. In this feature he anticipated English legislation of 1883. 

His most important changes over the Act of 1867 were in the ad- 
ministrative provisions that had given rise to so much objection. The 
fee system for referees was to be abolished; referees were to receive salaries 
of two thousand dollars and allowances for their expenses. He followed 
the English law by providing that creditors should appoint a committee 
to advise and supervise the trustee, who under such supervision was given 
a free hand in administration.*® He further provided that in each circuit, 
judges should appoint a supervisor in bankruptcy. His duties would be to 
examine into the administration of bankruptcy proceedings, to advise the 
referees and trustees in administrative matters, to report to the courts any 
misconduct on the part of trustees and to make quarterly reports to the 
circuit courts covering the entire field of administration. Here, too, he 
anticipated the English Act of 1883 which established a board of trade 
with comparable duties, and the Canadian Amendment Act of 1932 which 
created the office of superintendent of bankruptcy. 

The Lowell Bill introduced into Congress in 1881 was opposed by cer- 
tain classes which felt that their interests would be subserved by no 
bankruptcy legislation and by those who felt that legislation was needed 
but that the Lowell Bill was not the proper remedy. Senator Ingalls of 
Kansas sponsored a substitute bill known as the Equity Bill. Creditor 

88 The writers have drawn extensively for the historical material on The Report of the 


Attorney General on Bankruptcy Law and Practice, 72nd Cong. 1st Sess. Sen. Doc. No. 65, 
58 et seg. (1932). 


89 The Act of 1867 had similar provisions with certain limitations. They never seem to have 
been used. 
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control was to be entirely eliminated; proceedings were to be in the dis- 
trict courts sitting in equity and subject to such rules as they should 
develop. His bill had one important effect upon the Act of 1898. It con- 
tained, for the first time in the history of bankruptcy legislation, the 
definition of insolvency as an insufficiency of assets at a fair valuation to 
meet the debtor’s liabilities. This definition was bitterly attacked by 
Senator Hoar: 

“The Lowell bill adopts the only definition of bankruptcy which is practicable and 
which has proved itself to the experience of mankind, and that is the inability to pay 
debts in the course of business. The committee’s bill, on the other hand, provides that 
the man is only to be deemed insolvent, to be a subject of bankruptcy jurisdiction, 
when the entire value of his property, whether it is capable of being realized within 1 
year or within ro years, exceeds the amount of his indebtedness. 

Consider, in the first place, how impossible of practical ascertainment is the fact 
you propose as your test. You require at the threshold of every application in bank- 
ruptcy that the court shall go into an investigation of the value of every debt, bad 
debt or good debt, the value of every interest, contingent or absolute, in property, 
the value of all expectations of every sort which are the property of the debtor, ***’’» 

Because of the opposition which the Lowell Bill was facing, various 
commercial interests secured Colonel Torrey, an attorney of St. Louis, to 
draft a new bill. In general he followed the substance of the Lowell Bill. 
The arrangement, chapter headings, and most of the phraseology of the 
Act of 1898, however, were Colonel Torrey’s. His chief omissions were: 
(1) elimination of the supervisor in bankruptcy; (2) displacement of pro- 
visions for creditors’ committees by the requirement that the trustee 
should collect, liquidate, and distribute the estate under the directions of 
the court. New features which he added were: (1) that the United States 
Attorney, when directed by the judge on a creditor’s application, should 
attend the first meeting of creditors and publicly examine the bankrupt, 
and attend a hearing on the bankrupt’s discharge and oppose it unless 
satisfied from the bankrupt’s examination that there were no grounds 
therefor; and (2) that in every case the court should publicly examine the 
bankrupt. By these new features the public interest was to be protected 
as under the English Act of 1883, but without setting up new machinery. 

In 1894 Representative Baily of Texas introduced a bill of a temporary 
character and one that was not well worked out. It did, however, contain 
an interesting suggestion. The administration was to be through assign- 
ments under the state laws, the debtor applying to the federal court only 
for his discharge. This notion deserves consideration today. It might be 
made the basis for summary bankruptcy in this country: that is, liquida- 


9° Sen. Doc. No. 65, op. cit. supra note 88 at 60, 61. 
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tion of small estates, say of $1,000 assets, might be left to the state as- 
signment laws, subject to some supervision by the federal bankruptcy 
courts, while estates with greater assets could be administered in federal 
courts from the outset. 

In 1898, however, Congress enacted the Torrey Bill, modified by several 
judiciary committees of the House and the influence of various substitute 
bills. The Torrey Bill was signed by President McKinley on July 1, 1898. 

There have been a number of efforts made to repeal the Act, largely by 
those who feel that bankruptcy accompanied by discharge has been made 
too easy for the fraudulent and the wastrel debtor.” 

Prior to the last economic crisis the Act was amended in 1903, 1906, 
I9IO, IQII, 1915, 1916, 1917, 1922, 1925, and 1926.% These amendments 
have not altered the basic features of the Act of 1898. The acts of bank- 
ruptcy, the discharge, and the criminal provisions have been strengthened 
to some extent. The acts of bankruptcy are: (1) fraudulent transfer, (2) 
preferential transfer, (3) and (4) preference through legal proceedings, (5) 
general assignment for the benefit of creditors or a receivership, and (6) 
written confession of bankruptcy. Insolvency is not an element of acts 
(1), (6), and so much of (5) as deals with a general assignment, but sol- 
vency at date of petition is a defense to a proceeding based on act (1). 
These acts are substantially those of the Canadian Act as it stood until 
amended in 1922, when it was there provided that it was an act of bank- 
ruptcy for a debtor to fail to meet his liabilities as they become due. Pro- 
ceedings under the American Act must be begun within four months after 
the commission of the act. Provisions as to who may become bankrupts 
are analogous to the Canadian provisions. “Any person, except a munici- 
pal, railroad, insurance, banking corporation, or a building and loan as- 


sociation” may become a voluntary bankrupt. Under this provision, un- — 


like the Canadian Act, no specific amount of liabilities is required. “Any 
natural person, except a wage earner or farmer, any unincorporated com- 
pany, and any moneyed, business, or commercial corporation (except a 
municipal, railroad, insurance or banking corporation, or a building and 
loan association) owing debts to the amount of $1000 or over, may be ad- 
judged an involuntary bankrupt 93 Insolvency as an element of 
bankruptcy, we have noted, is the excess of liabilities over assets at a fair 
valuation. 
* Td. at 64. 


* For detailed analysis of the Act of 1898 including amendments listed in text and the 


amendments of 1932, 1933, 1934, 1935, and 1936 see the writers’ revision of Gilbert’s Collier on 
Bankruptcy (4th ed. 1937). 


93 Section 4, 11 U.S.C. § 22 (1929). 
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The administration of the estate is conducted by the federal courts of 
bankruptcy, largely through referees. In theory, trustees are to be selected 
by creditors, appointed by the referee, but thereafter subject to the direc- 
tions of the court. An investigation into the bankruptcy practice in the 
Southern District of New York, which embraces the metropolitan area 
of New York City, has shown rather conclusively that creditor control is 
apt to be only a myth in practice.** To meet the abuses which had arisen 
there the judges of the Southern District of New York appointed a 
reputable bank as standing receiver and made it practicable for that bank 
to be chosen as trustee unless the creditors actually desired another. But 
by Act of June 7, 1934, Congress, apparently because of political reasons, 
provided that the court must apportion the appointment of receivers and 
trustees to prevent a person from having a monopoly of such appoint- 
ments.*> Bankruptcy administration remains subject to abuse by the 
solicitation of proxies and the resulting control of the proceeding by those 
not vitally interested in its administration. Creditor control has broken 
down in this country. 

Procedure for supervision by appeal is not clearly defined and hence is 
wasteful. This is due to the theoretical distinction between (1) contro- 
versies arising in bankruptcy, supposedly between the estate and third 
persons, and (2) administrative proceedings in bankruptcy which sup- 
posedly affect only those actually parties to the procedure. 

+ The trustee takes title as of the date the petition is filed. The bank- 
rupt’s after-acquired property is not subject to the proceeding. The 
criminal provisions and the grounds for which a discharge may be refused 
are less numerous than those in the English and Canadian Acts and are 
not so apt to protect the commercial community. 

In his message to Congress in 1932 President Hoover tersely pointed 
out the importance of adequate bankruptcy legislation to the business 
community and the course which legislation should take: 


“The number of cases in bankruptcy has steadily increased from 23,000 in the fiscal 
year 1921 to 53,000 in 1928 and to 65,000 in 1931. The liabilities involved have in- 
creased from $171,000,000 in 1921 to $830,000,000 in 1929 and to $1,008,000,000 in 
1931, and the losses to creditors have increased from $144,000,000, in 1921 to $740,- 
000,000 in 1928 and to $911,000,000 in 1931. The increases are therefore obviously 
not due to the economic situation, but to deeper causes. 

A sound bankruptcy system should operate— 

First, to relieve honest but unfortunate debtors of an overwhelming burden of debt; 


94 See Donovan Report, 71st Cong. 3rd Sess. (1931). 
% 11 U.S.C. § 76a (1929). 
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Second, to effect a prompt and economical liquidation and distribution of insolvent 
estates; and 

Third, to discourage fraud and needless waste of assets by withholding relief from 
debtors in proper cases 

The present bankruptcy act is defective in that it holds out every inducement for 
waste of assets long after business failure has become inevitable. It permits exploita- 
tion of its own process and wasteful administration by those who are neither truly 
representative of the creditor nor the bankrupt. 

Except in rare cases it results in the grant of a full discharge of all debts without 
sufficient inquiry as to the conduct of the bankrupt or of the causes of failure. It dis- 
charges from their debts large numbers of persons who might have paid without hard- 
ship had the law discriminated between those overwhelmed by misfortune and those 
needing only temporary relief and the opportunity to deal fairly with creditors. 

The bankruptcy act should be amended to provide remedial processes in voluntary 
proceedings under which debtors, unable to pay their debts in due course, may have 
the protection of the court without being adjudged bankrupt, for the purpose of com- 
posing or extending the maturity of their debts, of amortizing the payment of their 
debts out of future earnings, of procuring the liquidation of their property under volun- 
tary assignment to a trustee; or, in the case of corporations, for the purpose of re- 
organization. 

The act should be amended to require the examination of every bankrupt by a re- 
sponsible official and a full disclosure of the cause of his failure and of his conduct in 
connection therewith for the consideration of the court in determining whether he 
should have his discharge. 

The discretion of the courts in granting or refusing discharge should be broadened, 
and they should be authorized to postpone discharges for a time and require bankrupts, 
during the period of suspension, to make some satisfaction out of after-acquired prop- 
erty as a condition to the granting of a full discharge. 

The choice of the liquidating personnel should be limited to competent individuals 
or organizations after careful consideration by the courts of their qualifications and 
ability to maintain an efficient and permanent staff for the conduct of the business. 
Compensation for such services should be upon a scale which will attract trained busi- 
ness organizations. Competent officials should be continuously charged with the ob- 
servance of the administration of the law and charged with the duty to suggest to the 
courts and to Congress methods for its improvement. The present statute is sus- 
ceptible of improvement to eliminate delay in its cumbersome processes, much of which 
results from a confusion of judicial and business functions.’ 


It can be seen that his recommendations are along English lines. The 
New Deal bankruptcy legislation has only proceeded in part along Eng-_ 
lish lines. Liquidation thereunder is largely under court supervision. The 
new sections on compositions and extensions, reorganization of railroads 
engaging in interstate commerce, corporate reorganizations, and munici- 
pal debt readjustments®’ did, however, attempt to take over and conserve 

% Sen. Doc. No. 65, p. xi, xii (1932). 


97 The municipal debt readjustment provisions have been declared unconstitutional, but 
new legislation has been enacted. See note 82 supra. 
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the estates before they had become insolvent in the American bankruptcy 
sense. To this extent and to the extent that they provided new machinery 
that was much needed for liquidation they have been an improvement. 

Legislation is now pending in Congress to revise and integrate the 
Bankruptcy Act of 1898 as amended through 1936.% The draftsmanship of 
the proposed legislation is clearly an improvement. That legislation at- 
tempts to prevent some of the abuses which have occurred under “strict 
bankruptcy,” in corporate reorganizations, and in compositions and ex- 
tensions. But it fails to provide necessary protection to the credit struc- 
ture in dealing with the non-voluntary, non-corporate debtor, inasmuch as 
it clings to the notion that insolvency means excess of liabilities over 
assets as a fair valuation. An understanding of the defect of pending 
legislation, however, is impossible without an understanding of the meth- 
od of arrangements existing in this country prior to the depression and the 
changes in the method of arrangements wrought during the depression.{ 

%* This bankruptcy legislation popularly known as the Chandler Bill, because it has been 
so ably championed by Congressman Walter Chandler, was first introduced on May 28, 1936, 
as H.R. 12889, reintroduced on April 15, 1937, as H.R. 6439, and again on July 28, 1937, as 
H.R. 8046. It represents the careful and considered work of several years. It has passed the 
House and if finally enacted will represent a distinct improvement. Representative Lea has 
also introduced the Committee Act, H.R. 6968, and Senator Barkley has introduced the Trust 
Indenture Act, S. 2344, measures which in one form or another are necessary for the improve- 
ment of reorganization practice. The Chandler, Lea and Barkley bills are examined in the 
subsequent article. While the writers will have some criticism of these measures, it is not to 


be doubted that, if properly integrated and revised in some particulars, they represent a for- 
ward step of great importance. 


t The changes in reorganization practice in the United States and proposed federal legisla- 
tion will be dealt with in a second article to be printed in the next issue of this Review. 





THE BACKGROUND OF THE REVENUE 
ACT OF 1937 


RANDOLPH E. Paut* 


N AUGUST 28, 1894, Congress enacted what was then considered 
a drastic income tax statute.' It carried a rate of 2%. The stat- 
ute was regarded by many with horror. Mr. Joseph H. Choate, 
then a leader of the New York bar, called the act “communistic in its pur- 
poses and tendencies,”? and confiscatory.? Words momentarily failed even 
Mr. Choate before the Supreme Court, but he managed to label the prin- 
ciples upon which the tax was defended in that court as “communistic, 
socialistic—what shall I call them—populistic* as ever have been ad- 
dressed to any political assembly in the world.’’s 
No attempt was made to circumvent this outrageous “direct” tax upon 
property. None was ever necessary. A direct frontal attack was made in 
the famous Pollock case and was successful by the recently noteworthy 
margin of five to four. The decision, close as it was, ‘forcibly interred’”® 
the contested statute and the nineteenth century had a peaceful ending. 
Taxpayers were safe until orderly constitutional process made the six- 
teenth Amendment effective on February 25, 1913,’ and “direct” income 
taxation was possible without the impossible® apportionment requirement. 
On this day the peace won by Mr. Choate proved merely a truce, and war 
was declared. In the beginning it was a quiet, good-natured conflict.’ It 


* Member of the New York bar. 

? 28 Stat. 553 (1894), 31 U.S.C.A., § 372 (1929). 

? Pollock v. Farmers’ Loan & Trust Co., 157 U.S. 429, 532 (1895). 3 Id. at 534. 

4 Mr. Choate apparently stumbled at the climatic word “‘populistic.”” Nowadays horror- 
stricken speakers would probably reverse the order of Mr. Choate’s vituperative adjectives, 
ending with ‘‘communistic.”” But in 1894 there were plenty of populists and few communists. 

5 Id. at 532. 

6 Maguire, Book Review, 39 Harv. L. Rev. 790 (1926). 

7 Paul and Mertens, Law of Federal Income Taxation § 4.06 (1934). 

8’ Whitney, The Income and the Constitution 20 Harv. L. Rev. 280, 296 (1907). See also 
Powell, Stock Dividends, Direct Taxes, and the Sixteenth Amendment, 20 Col. L. Rev. 536, 
549 (1920). Seligman, The Income Tax 430 (1914); Jones, Pollock v. Farmers’ Loan and Trust 
Company, 9 Harv. L. Rev. 198 (1895). For an example of a properly apportioned direct in- 
come tax see 12 Stat. 292-294 (1861), see Pollock v. Farmers’ Loan & Trust Co., 157 U.S. 429, 
573 (1895). 

9 See Clapp v. Heiner, 51 F. (2d) 224 (C.C.A. 3d 1931). 

41 
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has become recently a bitter struggle between the need of the government 
for revenue and a desire of taxpayers to save wealth for the family eco- 
nomic unit.” In recent years the conflict has increased remarkably in 
intensity." 

Mr. Choate was not mistaken in 1894 when he feared the worst, and 
said: 


“There is protection now or never. If it goes out as the edict of this judicial tribunal 
that a combination of States, however numerous, however unanimous, can unite 
against the safeguards provided by the Constitution in imposing a tax which is to be 
paid by the people in four States or in three States or in two States, but of which the 
combination is to pay almost no part, while in the spending of it they are to have the 
whole control, it will be impossible to take any backward step. You cannot hereafter 
exercise any check if you now say that Congress is untrammelled and uncontrollable.” 
[Italics supplied.] 


The shelter" erected by Mr. Choate collapsed before it had lived twen- 
ty years. The “communistic march’’* was halted only temporarily. The 
principles he abhorred are established today. The Act of August 28, 1894, 


© See Paul, Studies in Federal Taxation 30 (1937). 


™ The Secretary of the Treasury has referred to the inequality of this conflict, stating it has 
only 2,000 government representatives to cope with 45,000 duly admitted tax attorneys. State- 
ment of Secretary Morgenthau, Hearings before the Joint Committee on Tax Evasion and 
Avoidance, 75th Cong., 1st Sess., 10 (1937). The Secretary need not be too discouraged. How 
many of the 45,000 have been able to survive in what the Secretary has described as a highly 
competitive profession? Jd. at 9 How many devote all their time to taxpayers, as do the 2,000? 
What is the relative expenditure of working hours? Mathematical averages are hard to com- 
pute. Mental and personal averages are incalculable, but a person who has had much experi- 
ence with both Treasury and taxpayers’ representatives might conclude that the Treasury 
representatives stacked up pretty well. Cf. Maguire and Zimet, Hobson’s Choice and Similar 
Practices in Federal Taxation, 48 Harv. L. Rev. 1281, 1301 (1935). 


” Pollock v. Farmers’ Loan & Trust Co., 157 U.S. 429, 533 (1895). 


3 See Powell, Constitutional Aspects of Federal Income Taxation, The Federal Income Tax 
51, 53 (1921). 


4 Id. at 533. England also had its communistic tax march, much deplored by leaders of 
the English Bar. Mr. Dicey writing in 1913, the year of the adoption of the 16th Amendment 
to our Constitution, spoke of the principle that “‘taxation should be imposed solely for the 
purpose of raising revenue, and should be imposed with absolute equality, or as near equality 
as was possible, upon rich and poor alike.’’ Mr. Dicey goes on to describe the ideal Chancellor 
of the Exchequer as a man who, after providing for the absolutely necessary expenditures of the 
state, “‘so framed his budget as to leave the largest amount possible of the national wealth to 
‘fructify,’ as the expression then went, ‘in the pockets of the people.’ ”’ Dicey, Law and Opin- 
ion in England, Introduction to Second Edition, XXIX, XXX (1913). Mr. Dicey condemned 
the Finance Act of 1910, because it imposed ‘‘specially heavy taxes upon the rich,” not merely 
for the purpose of raising needful revenue, but also “with the aim of promoting social or politi- 
cal objects.” ‘‘Such taxation,” Mr. Dicey said, ‘“‘may easily become the instrument of tyran- 
ny.”’ Id. at lii, see also Ixxxvi. 
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was eight pages in length. The Revenue Act of 1936 contains 121 pages." 
Governments must live and must have money to do so." The 1894 Act 
imposed tax at a rate which we would call negligible in a day of 75% sur- 
tax brackets"? and 70% estate tax brackets."* The income tax is today the 
largest revenue producer of the federal government.’® In an income tax 
case it has been said that taxes are the “life blood of government and their 
prompt and certain availability an imperious need.’ In an estate tax case 
the power of taxation has been referred to as a “fundamental and imperious 
necessity of all government.’ The institution of federal taxation is now a 
“giant in stature,”’ if a “mere infant in age.”** No one seriously questions 
any longer a power to impose income tax without apportionment bul- 
warked by the sixteenth Amendment and a power to impose various forms 
of excise tax founded upon many sweeping decisions of the Supreme 
Court.” 

No one questions the federal power to tax. But there are still many who 
seek to prevent the imposition of tax upon their income. Times have 
changed, but the underlying human reluctance to pay the price of living 
in an organized society*4 remains in 1937 what it was in 1894; “‘tax ethics 
generally today are where business ethics and trade practices were in the 


*s The Revenue Act is supplemented by other unrepealed provisions of prior acts, and by 
the Revised Statutes. 


% Maguire and Zimet, Hobson’s Choice and Similar Practices in Federal Taxation, 48 
Harv. L. Rev. 1281, 1302 (1935). See also L. R. Van Burgh, Book Review, 24 Cal. L. Rev. 616 
(1936); 47 Harv. L. Rev. 503 (1934). 


™ Revenue Act of 1936, § 12 (b), 49 Stat. 1653 (1934), 26 U.S.C.A. § 12 (1929). 
*8 Revenue Act of 1935, § 201 (a), 49 Stat. 1021 (1934), 26 U.S.C.A. § 535 (1929). 


9 It produced in the 1937 fiscal year $2,149,000,000 out of a total of $4,653,000,000. The 
highest other revenue producer was the liquor tax with $594,000,000. 


0 Bull. Ex’r. and Trustee, 295 U.S. 247, 259 (1935); see also Com’r v. Stockholms Enskilda 
Bank, 293 U.S. 84, 89 (1934). 

Tyler v. United States 281 U.S., 497, 503 (1930). 

Maguire, Book Review, 39 Harv. L. Rev. 790 (1926). 


23 See Hylton v. United States, 3 Dall. (U.S.) 171 (1796); Nicol v. Ames, 173 U.S. 509 
(1899); Patton v. Brady, 184 U.S. 608 (1902); Hatch v. Reardon, 204 U.S. 152 (1907); Brom- 
ley v. McCaughn, 280 U.S. 124 (1929); Flint v. Stone Tracy Co., 220 U.S. 107 (1911). See 
also Powell, Constitutional Aspects of Federal Income Taxation, The Federal Income Tax 51, 
54 (1921). 

*4 “Taxes are what we pay for civilized society . . . . ’’; Compania General de Tabacos de 
Filipinas v. Collector, 275 U.S. 87, 100 (1927), quoted by President Roosevelt in his letter of 
June 1, 1937; Report of the Joint Committee on Tax Evasion and Avoidance, 75th Cong., 
st Sess., 1 (1937). See also New York, ex rel. Cohn v. Graves, 300 U.S. 308, 313 (1937). 

An anonymous wit once replied to this remark: ‘I think I have bought enough civilization 
for my life-time.” 
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nineties.”’*5 Frontal attacks being no longer availing, flank attacks be- 
came accepted strategy. New methods must be discovered. Taxpayers 
and their counsel** have not been found wanting in mental fertility?’ and 
subtlety.2* When the Constitution failed them, taxpayers graduated from 


2s Testimony of Secretary Morgenthau, Hearings before the Joint Committee on Tax Eva- 
sion and Avoidance, 75th Cong. 1st Sess. 15 (1937). 


*6 Reference is frequently made in the tax avoidance investigation to the activities of law- 
yers. It has been said by Mr. Morgenthau that we have developed in this country a “group of 
ingenious lawyers and accountants who make their living by showing to people who can afford 
to employ them ways by which they may pay the least possible taxes.”” Hearings before the 
Joint Committee on Tax Evasion and Avoidance, 75th Cong. rst Sess. 9 (1937). The Secre- 
tary goes on to say: 

‘This may be a legitimate business. Nevertheless, by virtue of its highly competitive char- 
acter, it brings about the following situation: The ordinary accepted standard by which many 
wealthy taxpayers judge the efficiency of the tax attorney is the amount that he can save in 
taxes. The most ingenious attorney, therefore, becomes the most successful and the most 
sought after. He feels that his sole duty is toward his client. If he is honest, he will not con- 
done perjury, but he feels little moral or social responsibility to the Government. Therefore, 
if he can invent a new scheme for circumventing the intent of tax laws, which will be upheld 
by the courts, he is well within the ethics of his profession, regardless of the unfortunate effect 
that such a scheme will have upon the general application of such laws.’ 

The Secretary has also referred to “‘expensive attorneys”; Jd. at 15; Sen. La Follette to 
the ‘‘smart tax lawyers,”’ id. at 105; Prof. Fortas to “‘resourceful tax lawyers and consultants,” 
id. at 200; and Comm. Helvering to “quack tax avoidance experts,” id. at 195. The President 
in his letter of June 1, 1937 said: 

“It is also a matter of deep regret to know that lawyers of high standing at the bar not only 
have advised and are advising their clients to utilize tax-avoidance devices, but are actively 
using these devices in their own personal affairs. We hear too often from lawyers, as well as 
from their clients, the sentiment, ‘It is all right to do it if you can get away with it.’ ”’ 

It must be remembered that a lawyer, when he is consulted, must render his best opinion 
upon the question he is asked, even if that opinion should be that the law has a loophole. He 
need not sell loopholes, but he must say that one exists if he thinks it does. But more important 
than this consideration is the fact that many lawyers of high standing have been for years ad- 
vising against most of the devices enumerated in Secretary Morgenthau’s letter. The sales- 
men of these devices have been laymen and institutions who hoped to profit in one way or 
another from the suggestions given. Many tax lawyers are wholly occupied with the problem 
of telling their clients what a complicated revenue act means, and representing taxpayers in 
genuine contests in particular cases. 


27 Professor Maguire of Harvard Law School uses the term “‘infinity of intellectual ingenu- 
ity.” Paul, Studies in Federal Taxation 30 (1937). 


28 Paul, Studies in Federal Taxation 30; 76, n. 258 (1937). Things were simpler in the old 
days. For example, under the 1918 law one avoided tax on capital gains by transferring prop- 
erty to a wife, who took as her basis the value at the time of transfer immediately before the 
sale. Paul and Mertens, Law of Federal Income Taxation § 18.55 (1934). This practice was 
stopped by the 1921 Act. One secured a stepped-up basis under the 1921 Act by the easy ex- 
pedient of exchanging the property tax-free for stock of a corporation. This practice was 
stopped by the 1924 Act. Jd., § 18.104. These methods were like taking candy from children. 
Nowadays the Treasury may comfort itself with the thought that tax-avoiding taxpayers at 
least have to think. 
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the old school of thought which believed that general propositions decide 
concrete cases.?? They learned the doctrine that the power to tax is not 
necessarily, as Chief Justice Marshall said,3° the power to destroy, while 
the Supreme Court sits;** that distinctions in tax law, as in other fields of 
modern law, are distinctions of degree; that taxing statutes place cases 
on one side or the other of an arbitrary mathematical line;** that tax- 
payers may go intentionally as close to this line as they can, if they do not 
pass it.4 The line may shift, and the taxpayer may, to his sorrow, mis- 
conceive its exact position, in which case he must pay the penalty.*5 But 
the line is “hazy,”** and there is a fair gamble?’ where the tax structure is 
complicated,** where the question is one of degree upon which “reasonable 
men may differ widely as to the place where the line should fall,’”’® and 
where this difference of opinion is one of feelings rather than processes 
of articulate reason.4° Sometimes one wins,“ and sometimes one loses.” 
The game is, in the opinion of many taxpayers, worth the candle. 

One more item of background is necessary if one is to understand the 


29 Holmes, J., dissenting, in Lochner v. New York, 198 U.S. 45, 76 (1905). 

3° McCulloch v. Maryland, 17 U.S. (4 Wheat.) 316 (1819). 

3 Holmes, J., dissenting, in Panhandle Oil Co. v. Knox, 277 U.S. 218, 223 (1928). 

# Holmes, J., ibid. See also remarks of Representative Vinson, Hearings before the Joint 
Committee on Tax Evasion and Avoidance, 75th Cong. 1st Sess. 122 (1937). 

33 Bullen v. Wisconsin, 240 U.S. 625, 630 (1916). See also Holmes, The Common Law 127 
(1881). 

34 Superior Oil Co. v. Mississippi, 280 U.S. 390, 395, 396 (1930). 

38 Horning v. District of Columbia, 254 U.S. 135, 137 (1920). 

36 Secretary Morgenthau, Testimony at Hearings before the Joint Committee on Tax Eva- 
sion and Avoidance, 75th Cong., rst Sess., 10 (1937). See also Under Secretary Magill’s 
testimony, id. at 17. This subject has been developed at length by the present author in Stud- 
ies in Federal Taxation (1937). 

37 We thus have a “‘sporting theory of tax administration.”’ Secretary Morgenthau, Hear- 
ings before the Joint Committee on Tax Evasion and Avoidance, 75th Cong. rst Sess. 10 
(1937). 

38 See Comm’r v. Morgans, Inc., 293 U.S. 121, 126 (1934), discussed in Paul, Studies in 
Federal Taxation 76, n. 257 (1937); Griswold, Book Review, 50 Harv. L. Rev. 376, 377 
(1936). 

39 Holmes, J., dissenting, in Schlesinger v. Wisconsin, 270 U.S. 230, 241 (1925). See also 
Cardozo, The Paradoxes of Legal Science 62 (1928). 

4° Holmes, The Common Law 127 (1881). Cf. with this statement the discussion in Car- 
dozo, The Nature of the Judicial Process 46 (1921). 

4 See, United States Trust Co. v. Comm’r, 296 U.S. 481 (1935). See also Comm’r. v. Cecil 
B. DeMille Productions, Inc. go F. (2d) 12 (C.C.A. 9th 1937), discussed in Hearings before 
the Joint Committee on Tax Evasion and Avoidance, 75th Cong. rst Sess. 148 (1937). 


# See Woolford Realty Co., Inc. v. Rose, 286 U.S. 319 (1932). See also testimony of Mr. 
Morgenthau, id. at 13. 
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recent congressional tax avoidance investigation and the elaborate pro- 
visions of the Revenue Act of 1937. Tax avoidance is not new.‘ It was 
not suddenly discovered in 1937 that certain taxpayers were escaping their 
fair share of the tax burden. What interested the Treasury in this tax 
avoidance investigation was an increased prevalence and a new boldness 
on the part of taxpayers.4* Tax avoidance propaganda, supported some- 
times by charges of unfairness on the part of the tax administration, was 
never so widespread as in the early part of 1937. The public had become 
more acutely tax conscious than it had ever been previously, and a sub- 
stantial minority seemed more determined than ever to avoid taxes.“ 


43 See Mr. Morgenthau’s letter of May 29, 1937; testimony of Under Secretary Magill, 
id. at 26. See also Paul, Studies in Federal Taxation 83, n. 283 (1937). 


44 For example, the use of foreign personal holding companies greatly increased in the last 
few years. Ways and Means Committee Report No. 1546, 75th Cong., 1st Sess. 14 (1937). 
See also, Report of the Joint Committee on Tax Evasion and Avoidance, 75th Cong., rst Sess. 
1 (1937); and see testimony of Under Secretary Magill, Hearings before the Joint Committee 
on Tax Evasion and Avoidance, 75th Cong., rst Sess. 26, 64 (1937). 

One wonders about the degree to which this new attitude may be rationalized by objections 
to the use of taxes by the government. There was much discussion in the hearings of making 
a Roman Holiday out of taxpayer persecution. Hearings before the Joint Committee on Tax 
Evasion and Avoidance, 75th Cong., 1st Sess. 67, 330 (1937). The Treasury steadily maintained 
that the names mentioned were selected at random and without political significance; testi- 
mony of Under Secretary Magill, id. at 416. This was undoubtedly true, but a deeper truth 
might be that any random selection would naturally hit those who were best able to convince 
themselves that unwise government expenditures justified an avoidance of contribution to the 
cost of government. In other words, does a tax investigation inevitably strike principally at 
political opponents, because it is political opponents who can most easily justify to themselves 
the failure to contribute to the cost of a government in which they are not participating? 
Whatever the answer to this question may be, it is a little unfitting for those who are not con- 
tributing to complain about the use to which contributions are put. 


4s See Paul, Studies in Federal Taxation 77 (1937). Plausible devices spread rapidly in the 
“thighly competitive situation” existing among expert tax attorneys. Testimony of Secretary 
Morgenthau, Hearings before the Joint Committee on Tax Evasion and Avoidance, 75th Cong. 
1st Sess. 16 (1937). 

46 One must remember that most taxpayers move in a world that thinks of taxes without 
sympathy. The existing average standards of the taxpayer’s community sees nothing “‘repre- 
hensible”’ or ‘‘illicit”’ or ‘“‘mildly unethical” in tax avoidance. See Paul, Studies in Federal 
Taxation 84-87 (1937), quoting the Russian proverb that “‘where all are stealing, none is a 
thief.’”’ The story told by Judge Green in The Theory and Practice of Modern Taxation 119 
(1933), and repeated in Paul, op. cit. 77 id., will bear retelling. Judge Green tells of how in Eng- 
land fellow club members refuse to shake the hand of a taxpayer suspected of fraud by the tax 
administrators, and compares with this attitude the French attitude as reported by Deputy 
Dumesnel in the French Chamber of Deputies. Deputy Dumesnel said, ‘‘I am not very sure 
but that in France in many circles one begins by asking such a person how he did it so that one 
may copy his method.” Deputy Tasso interposed with, ‘In France they make him honorary 
president of the club.” 

Even a Supreme Court Justice may voice reservations. Assistant Attorney General Morris 
in The Work of the Tax Division of the Department of Justice, 15 Tax Magazine 526 (1937) 
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This determination reached the point of bitter defiance and recrimination‘’ 
so that taxpayers thought it the duty of the tax administration to ferret 
out** taxpayers who took all possible advantages under a literal interpre- 
tation of the statute. Foreign editors spoke of the problem of the United 
States to “make its laws proof against evasion.’’4° Tax avoidance had de- 
veloped into a fine art.’° Loopholes discovered by alert taxpayers had to 
be plugged or the governmental revenue would suffer alarmingly at a 
time when it was needed most.** Something had to be done promptly to 
save morale, to prevent the income tax law from becoming a joke,? and 
to offset the imitation-breeding example of successful tax dodging.* 
Quick action was asked for by the Treasury to prevent the growth of 
vested interests in tax-avoidance devices.*4 It was also thought that pub- 
licity might be almost as useful as legislation. There is something in this 
point; the tax avoiding propaganda on the other side was never so active. 


tells a story of Chief Justice Chase of the Supreme Court who was asked, “‘I have a little prop- 
erty which brings me in a yearly rental but the tax gatherers have not spotted it. I do not know 
whether I ought to let the thing go that way or not. What would you do if you were in my 
place, Mr. Chase?,” and who replied with a merry twinkle in his eyes, “I think it the duty of 
every man to live unspotted as long as he can.” 

To put things mildly, the mores of the American taxpayers’ world do not call for the pay- 
ment of taxes as a patriotic duty. Mr. Choate was able to attack the Act of August 28, 1894 
on “patriotic” grounds. Pollock v. Farmers’ Loan & Trust Co., 157 U.S. 429, 553 (1895). 
The taxpayers’ world, as the Secretary of the Treasury has stated, is inhabited by rich people, 
but there are enough rich people in America to satisfy the natural taste of tax avoiders for 
gregariousness. 

47 See Cogger, Tax Avoidance v. Tax Evasion, 15 Tax Mag. 518 (1937). 


48 Secretary Morgenthau, Hearings before the Joint Committee on Tax Evasion and Avoid- 
ance, 75th Cong., rst Sess. 12 (1937). See the statement attributed to Mr. J. P. Morgan: “‘If 
the Government doesn’t know enough to collect its taxes, a man is a fool to pay them,” Jd. at 
189. 

49 Testimony of Mr. Irey, Id. at 41. 

s° Perhaps the word “‘racket” should here be used. 


st Testimony of Mr. Morgenthau, Hearings before the Joint Committee on Tax Evasion 
and Avoidance, 75th Cong., rst Sess. 14 (1937). See also testimony of Chairman Doughton 
and Under Secretary Magill, id. at 71. 

s2 ** ‘Clever little schemes’ are not admirable when they undermine the foundations of soci- 
ety.” Letter of President Roosevelt, June 1, 1937. See testimony of Secretary Morgenthau, 
Hearings before the Joint Committee on Tax Evasion and Avoidance, 75th Cong., 1st Sess. 15 
(1937), also testimony of Under Secretary Magill, id. at 31, 90. 

53 Letter of President Roosevelt, June 1, 1937, quoted in Report of the Joint Committee on 
Tax Evasion and Avoidance, 75th Cong. 1st Sess. 1 (1937). 

54 Testimony of Mr. Morgenthau, Hearings before the Joint Committee on Tax Evasion 
and Avoidance, 75th Cong. rst Sess. 16 (1937). 


ss Testimony of Under Secretary Magill, id. at 27. 





48 THE UNIVERSITY OF CHICAGO LAW REVIEW 


TAX AVOIDING DEVICES 


This was the situation which prompted the President’s letter of June 1, 
1937, to Congress, asking for legislation making the “present tax struc- 
ture evasion-proof.”’s* In this letter of June 1, 1937, the President incor- 
porated a letter from the Secretary of the Treasury, dated May 29, 1937, 
listing eight tax avoidance devices and three aspects of the law which in 
his opinion called for amendment. The devices listed by the Secretary of 
the Treasury were:*” 

(1) The evasion of taxes by setting up foreign personal holding cor- 
porations in the Bahamas, Panama, Newfoundland, and other places 
where taxes are low or non-existent and corporation laws lax; 

(2) The use of foreign insurance companies to procure fictitious interest 
deductions; 

(3) The insulation of income in domestic personal holding companies; 

(4) The incorporation of yachts and country estates; 

(5) The taking of artificial deductions; 

(6) The use of multiple trusts to split incomes and secure exemptions; 

(7) The splitting of incomes by putting wives and children in partner- 
ships; 

(8) The employment of pension trusts to postpone the incidence of 
tax upon the high-bracket incomes of corporate executives. 


One characteristic underlies several of these devices; the multiplication 
of the taxpayer’s personality. A taxpayer, in almost all the cases men- 
tioned, starts with single individuality and subdivides himself by various 
mechanisms into a group of people. He subdivides himself into several 
people, some of whom are incorporated, and others of whom are not.‘ 
It is a common denominator of the several schemes that the income of a 
family economic unit shall be treated as if there were no such economic 


56 Letter of President Roosevelt, June 1, 1937, quoted in 1 Report of the Joint Committee 
on Tax Evasion and Avoidance, 75th Cong. 1st Sess. 1 (1937). 


87 The Ways and Means Committee employed a different classification with respect to 
changes in law made by the Revenue Act of 1937. See Ways and Means Committee Report 
No. 1546, 75th Cong. 1st Sess. 2 (1937), listing the following loopholes: 

“T. Personal Holding Companies. 

II. Foreign Personal Holding Companies. 
III. Disallowed Deductions. 

IV. Trusts. 

V. Nonresident Aliens. 

VI. Miscellaneous Provisions.’’ 


s§ The exception is the foreign insurance company device. 


s9 Secretary Morgenthau, Hearings before the Joint Committee on Tax Evasion and Avoid- 
ance, 75th Cong. 1st Sess. 11 (1937). 
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unit. Another characteristic, applicable in the case of foreign personal 
holding companies, is the transfer of the source of income to a foreign 
jurisdiction beyond the reach of this country’s taxing and administrative 
power.™ It will also be noted that the doctrine of corporate entity is often 
a staunch friend in need to tax-avoiding taxpayers.* Corporations are 
people. 

The three amendments to the law suggested by the President were: 

(1) The elimination of percentage depletion; 

(2) A change in respect to the taxation of husband and wife in the 8 
community property states; and 

(3) Changes in the taxation of non-resident aliens. 

In the hearings held before the Joint Committee on Tax Evasion and 
Avoidance extending from June 17, 1937, to July 28, 1937, the presenta- 
tion of evidence followed generally the order of items contained in Mr. 
Morgenthau’s letter of May 29, 1937. This order® of treatment will serve 
as satisfactorily as any other for a further presentation of the subject, and 
we shall, therefore, in this article adopt this classification merely as a basis 
for presentation. 


I. THE FOREIGN PERSONAL HOLDING COMPANY DEVICE 


Foreign personal holding companies have been called one of the most 
flagrant loopholes for tax avoidance.** Their use has reached serious pro- 


portions, as a conservative estimate showed the formation of 585 personal 
holding companies by Americans in the Bahama Islands, Panama, New- 
foundland and Prince Edward Island.’ Apparently, taxpayers have even 


6° Testimony of Secretary Morgenthau, id. at 13. 
6 Testimony of Secretary Morgenthau ibid. See also text supported by notes 64-86. 


6 See discussion by Mr. Kent of the case of Com’r v. Eldridge, 79 F. (2d) 629 (C.C.A. oth 
1935); Hearings before the Joint Committee on Tax Evasion and Avoidance, 75th Cong. 1st 
Sess. 206 (1937). See also Lammot DuPont, 36 B.T.A. 223 (1937). 


63 See letter of Mr. Morgenthau, quoted in Hearings before the Joint Committee on Tax 
Evasion and Avoidance, 75th Cong., rst Sess. 2 (1937). It will be realized that the classifica- 
tion of methods adopted by Mr. Morgenthau is not hard and fast. Methods overlap. See also 
testimony of Mr. Rogge, id. at 360. 

6s Ways and Means Committee Report No. 1546, 75th Cong. 1st Sess. 13 (1937). 


6s Testimony of Mr. Irey, Hearings before the Joint Committee on Tax Evasion and Avoid- 
ance, 75th Cong. 1st Sess. 38 (1937) and see Exhibit 1; id. at 72, et seg. Under Secretary Magill 
has described one aspect of this situation with caustic wit id. at 28, as follows: 

‘*As the Secretary has said, we do not know how prevalent this device is. The Bahama 
Islands are not a suitable place for the development of great corporate enterprises. The in- 
habitants are poverty stricken. There is a small trade in liquor. There are a few hotels for 
winter tourists. Yet suddenly long lists of impressive sounding corporations, financed by 
American capital, appear on the directories of the local office buildings. I understand there are 
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resorted to Liechtenstein, although information as to that jurisdiction is 
almost unobtainable.® The point had been reached on March 11, 1937, 
when Nassau newspapers spoke of making the “seas safe for the property 
boom in the Bahamas,” and of the islands themselves as the American 
“Promised Land,” which Americans should help the British Empire to 
make safe for American immigration.” 

The essential idea of the foreign personal holding company device is to 
siphon assets and income out of the United States into foreign countries 
where there are no income taxes, or where such taxes are low,® by trans- 
ferring property, usually securities, to a foreign corporation which serves 
as an “incorporated pocketbook” for the income from the property trans- 
ferred, and insulates such income from United States tax upon the indi- 
vidual stockholder. 

Tax saving was accomplished by the use of foreign corporations be- 
cause :°° 

(a) Dividends would not be distributed, and the American stockholder 
would thus avoid individual surtax on dividends which would have been 
inevitable if the dividends on the securities held by the foreign corporation 
had been received by him individually ; 

(b) If the property transferred to the foreign corporation had increased 
in value, the profit on any sale thereof would not be taxable to a foreign 
corporation if the sale was made outside the United States, and the profit 
would, therefore, be non-taxable income from sources without the United 
States.7° 


Example: A taxpayer” in 1936 owned Nassau Securities, Ltd., organized in 1935 
under the laws of the Bahama Islands. He also controlled the General Investment 
Corporation, a corporation with a substantial business and many other stockholders. 
At his instance the General Investment Company agreed to buy its own stock from 
Nassau Securities, Ltd., at $102 per share, the transaction to be consummated in 
Montreal. At the time this agreement was made, Nassau Securities, Ltd. had no stock 
of the General Investment Corporation, and made an offer to all stockholders of Gen- 
eral Investment Corporation to purchase their shares at $87.50 per share, any stock 


two shacks on either side of the street down there—unfortunately I have not been to Nassau— 
with a long list down the side of these houses of these fine sounding corporations, which add up 
to have several hundred million dollars of capital.” 


6 Testimony of Mr. Irey, id. at 61. 67 Testimony of Mr. Irey, id. at 4o. 
68 Testimony of Under Secretary Magill, id. at 85. 

69 Testimony of Under Secretary Magill, id. at 29. 

7 See, however, Kaspare Cohn Co. Ltd., 35 B.T.A. 646 (1937). 


™ Hearings before the Joint Committee on Tax Evasion and Avoidance, 75th Cong. 1st 
Sess. 52 (1937). 
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so acquired to be deposited in escrow in Montreal on January 23, 1937, to be paid for 
January 25, 1937. These dates are important because they meant that Nassau Secur- 
ities, Ltd., did not have to pay the individual stockholders of General Investment 
Corporation until after General Investment Corporation had paid it a larger sum per 
share. The net effect of the transaction was that Nassau Securities, Ltd. bought stock 
from the stockholders of General Investment Corporation, and sold the same stock to 
the General Investment Corporation at a profit of $14.50 per share. This profit was 
allocated to a Bahama corporation and the attempt was made to consummate the 
transaction in Montreal in order to avoid tax upon a profit the making of which vio- 
lated fundamental rules of corporate fair dealing.” 


(c) These foreign corporations were sometimes used in various ways to 
obtain deductions which would otherwise not be available to an individual 
taxpayer. 

Exampie: A taxpayer organized two Canadian corporations. In 1930 he trans- 
ferred to one of them assets in excess of $13,000,000. In 1932 the taxpayer obtained a 
loan from this corporation of $2,300,000,73 the interest upon which, $225,000, was suf- 
ficient to reduce his 1934 return to a non-taxable status. This operation was repeated 
in 1935 and 1936, with the result that little tax was paid in 1935 and no tax in 1936.74 


(d) These foreign corporations might be used as vendees of securities 
to create a profit offsetting personally realized losses of securities, and thus 
step up the basis of the securities sold to the foreign corporation. 


Example: A taxpayer used the Newfoundland corporation idea in a different way. 
Under the 1934 Act, losses on sales of capital assets were not deductible against ordi- 
nary income, except to the extent of $2,000. They could be applied, however, without 
any limitation against capital gains.75 He lost $130,000 in 1936 on sales of securities. 
Only $2,000 of these losses might be useful under ordinary circumstances.” He there- 
fore transferred other securities to his Newfoundland corporation, owned 78% by 
himself and 22% by a brother and a close friend. He thus created a capital gain of 
$130,000, against which he might apply his otherwise useless losses. This procedure 
increased the basis of the securities transferred to the Newfoundland corporation by 
$130,000, thus saving tax on a future sale of these securities.77 


(e) Another use of these foreign corporations was to serve as corporate 


7 See Kaspare Cohn Co. Ltd., 35 B.T.A. 646 (1937). 

73 On the question whether this loan should be treated as an informal dividend see Roy J. 
Kinnear, 36 B.T.A. 153 (1937), and cases cited in Paul and Mertens, Law of Federal Income 
Taxation § 8.26 (1934). 

74 Hearings before the Joint Committee on Tax Evasion and Avoidance, 75th Cong. 1st 
Sess. 50 (1937). 

7% Revenue Act of 1934, § 117 (d). 48 Stat. 715 (1934) 26 U.S.C.A. § 101 (1929). 

7% Revenue Act of 1936, § 117(d). 49 Stat. 1692 (1936) 26 U.S.C.A. § 101 (1929). 

77 Hearings before the Joint Committee on Tax Evasion and Avoidance, 75th Cong. 1st 


Sess. 54 (1937). 
It was not essential to this plan that a foreign corporation be used; a domestic corporation 
would have been equally available. 
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assignees of royalty income or income from personal services, making such 
income taxable at a lower rate than would be applicable in the case of the 
individual assignor. 


Example: A taxpayer was the inventor of an electric razor manufactured in a plant 
in Connecticut. In November, 1933 he formed a Nassau corporation to which he 
transferred his royalty income”—$120,000 in 1934—from the American operating 
company. On December 18, 193579 he became a Canadian citizen. Five days later he 
organized three further Nassau corporations. To these corporations he transferred 
practically all the outstanding stock of the American manufacturing company.* 


Example: A taxpayer apparently acted as agent for the General Investment Com- 
pany, an American corporation, in connection with the sale of a Buenos Aires subway. 
He instructed the General Investment Company to pay $250,000 to a Bahama cor- 
poration, organized by himself in the fall of 1936. He was admittedly an officer and 
director of this corporation, but he would not admit in testimony before the Securities 
and Exchange Commission that he was a stockholder, and stated that the stockhold- 
ers constituted a group of his Argentinean, Paraguayan and English friends. The 
$250,000 was paid on January 8, 1937, in the form of a check for $100,000 and cur- 
rency in the amount of $150,000. According to his testimony,** the check for $100,000 
was taken to Buenos Aires and delivered to the corporation and deposited in the cor- 
porate name. The $150,000 was also turned over to the corporation. 


A special difficulty encountered by the Treasury in connection with 
these corporations proceeded from its “lack of direct jurisdiction,”*®? and 
the fact that the United States tax administration has no investigating 


agents in foreign countries.** Apparently, it is not possible for the United 
States to sue for taxes in a foreign country.*s 


78 Or his patents which produced this income. See Paul and Mertens, Law of Federal In- 
come Taxation § 15.22 (1934). 

79 Hearings before the Joint Committee on Tax Evasion and Avoidance, 75th Cong. 1st 
Sess. 57 (1937). 

80 Td. at 54. 

8 See his testimony before Securities and Exchange Commission, May 7, 1937. 

8 The taxpayer here was vague in his testimony and would not directly answer the ques- 
tion whether this money was deposited in the bank. 

The government claimed that the taxpayer owed $33,000, unpaid taxes and interest for 
previous years. On January 7, 1937, he made a sworn statement in support of a compromise 
of the $33,000 liability by the payment of $1,700 in installments. See Capone v. United States, 
51 F. (2d) 609 (C.C.A. 7th 1931), cert. denied 284 U.S. 669 (1931). 

83 Ways and Means Committee Report No. 1546, 75th Cong. 1st Sess. 14 (1937); Letter of 
Chairman transmitting Report of the Joint Committee on Tax Evasion and Avoidance, 
House Document No. 337, 75th Cong. 1st Sess. 17 (1937). 

84 Testimony of Under Secretary Magill, Hearings before the Joint Committee on Tax 
Evasion and Avoidance, 75th Cong., rst Sess. 28, 65 (1937). See also testimony of Mr. Irey, 
id. at 39, 61. 

4s Testimony of Under Secretary Magill, id. at 64, 85. There seem to be no American cases 
squarely on this point, though see dicta in such cases as Wisconsin v. Pelican Insurance Co., 
127 U.S. 265 (1885); and no foreign decisions involving our own government. But in certain 
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Sometimes taxpayers skipped around among foreign countries “like a 
bug,” thus rendering detection difficult. One taxpayer reported first from 
New Brunswick, then from British Columbia, and then from Jamaica.* 

Change Made by Revenue Act of 1937. To prevent repetition of the prac- 
tices described,*’ the Revenue Act of 1937 adds a new supplement P to 
the Revenue Act of 1936,** effective generally as of August 26, 1937.°° 
This supplement proposes to tax the income of foreign personal holding 
companies to the United States shareholders, thus disregarding the entity 
of such corporations.** This method of taxation will no doubt be attacked 
on constitutional grounds. The broad necessity of saving the revenue will 
probably repel any such attack. Each United States shareholder must in- 
clude in his gross income as a dividend for the taxable year with which or 
in which the taxable year of the company ends, the amount he would have 
received as a dividend if on such last day there had been distributed by the 
company, and received by the shareholder, an amount bearing the same 
ratio to the undistributed Supplement P net income of the company for 
the taxable year as the portion of such taxable year up to and including 
such last day, bears to the entire taxable year.* Foreign personal holding 
companies are defined” as any foreign corporation if— 


English cases where other governments attempted such extraterritorial collection, the English 
courts not only threw the foreign state out of court but subjected it to the additional indignity 
of paying costs for the attempt. See Municipal Council of Sydney v. Bull, [1909] 1 K.B. 7; 
H.M. The Queen of Holland v. Drukker, [1928] 1 Ch. 877; see also Dicey, Conflict of Laws 
224 (4th ed. 1927); Beale, Conflict of Laws 1633-1638 (1935). 

% Testimony of Under Secretary Magill, Hearings before the Joint Committee on Tax 
Evasion and Avoidance, 75th Cong. 1st Sess. 69 (1937). 

87 See Ways and Means Committee Report No. 1546, 75th Cong. 1st Sess. 13 (1937). Ref- 
erences below are to this report. See also Report of the Joint Committee on Tax Evasion and 
Avoidance, 75th Cong. 1st Sess. 6 (1937). 

8 Revenue Act of 1937, § 201, adding to the Revenue Act of 1936 §§ 331, 332, 333, 334, 
335, 336, 337, 338, 339, 340. 

8» Revenue Act of 1937, § 202; see Ways and Means Committee Report No. 1546, 75th 
Cong. rst Sess. 23 (1937). The provisions of Supplement P are really retroactive to a con- 
siderable extent, applying to taxable years, either of a shareholder or a corporation, so long as 
the tax year ends after August 26, 1937. 

9° Revenue Act of 1936, § 337, added by Revenue Act of 1937, § 201; see Ways and Means 
Committee Report No. 1546, 75th Cong. rst Sess. 19 (1937). 

* Revenue Act of 1937, § 337(b); Ways and Means Committee Report No. 1546, 75th 
Cong. rst Sess. 19 (1937). Space does not permit elaboration of the provisions as to credit for 
obligations of the United States and its instrumentalities (§ 337(c), id. at 21); information 
in the return (§ 337(d), id. at 21); the effect on the capital account of the foreign personal 
holding company (§ 337(e), id. at 21); the adjusted basis of stock in the hands of shareholders 
(§ 203, id. at 22, 24); and the basis of stock in case of death (§ 204, id. at 24). 

* Revenue Act of 1936, § 331, added by Revenue Act of 1937, § 201; see Ways and Means 
Committee Report No. 1546, 75th Cong. rst Sess. 14 (1937). 
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(1) at least 60% of the income is foreign personal holding income— 
meaning® (a) dividends, interest, royalties, annuities, (b) (except in the 
case of regular dealers) gains from the sale of securities, (c) (with certain 
exceptions) gains from future transactions, (d) distributable income from 
estates and trusts and gains from the disposition of any interest in an es- 
tate or trust, (e) amounts received under contracts of the type described 
in the statute’ under which the corporation is to furnish personal serv- 
ices, (f) amounts received as compensation for the use of or right to use 
property of the corporation in any case where, at any time during the tax- 
able year, 25% or more in value of the outstanding stock of the corpora- 
tion, is owned directly or indirectly, by or for the individual entitled to the 
use of the property; whether such right is obtained directly from the cor- 
poration, or by means of a sub-lease or other arrangement, and (g) rents, 
unless constituting more than 50% of the gross income, and 

(2) at any time during the taxable year, more than 50% in value of 
its outstanding stock is owned, directly or indirectly, by or for not more 
than five individual citizens or residents (called the “United States 
group”). 

It was not deemed necessary to include exempt corporations” in the 
term “foreign personal holding company”’ to prevent avoidance.®? The 
statute contains elaborate provisions as to constructive ownership and 
convertible securities.** The gross income of foreign personal holding com- 


panies is computed as if they were domestic corporations, except that to 
prevent double decker arrangements” or chain arrangements, there is to 


93 Revenue Act of 1936, § 332, added by Revenue Act of 1937, § 201; see Ways and Means 
Committee Report No. 1546, 75th Cong. 1st Sess. 15 (1937). 


94 Revenue Act of 1936, § 332(c), added by Revenue Act of 1937 § 201. 


95 Revenue Act of 1936, § 332(e), added by Revenue Act of 1937, § 201. See discussion, at 
. 80 of incorporated talent cases. 


% Revenue Act of 1936, § 331(b), added by Revenue Act of 1937, § 201. 
97 Ways and Means Committee Report No. 1546, 75th Cong. 1st Sess. 15 (1937). 
98 Revenue Act of 1936, § 333(a), added by Revenue Act of 1937, § 201. 


99 Revenue Act of 1936 § 334(b), (c) as changed by Revenue Act of 1937 § 1. This method 
of insulation is simple enough, involving the use of two or more companies instead of one. An 
individual with substantial income could transfer assets to one foreign personal holding com- 
pany which would accumulate and retain the profits. The stock of this corporation would be 
held by a second corporation, the stock of which would in turn be held by the original individ- 
ual owner of the property. In such a situation the domestic resident might escape the tax on 
his share of the accumulated profits by interposing the defense that he did not personally own 
any of the stock in the company which actually received and collected the income. The statu- 
tory insertion marks the death-knell of this stratagem by piercing the veil of any number in 
a chain of corporations and attributing the income of the various successive companies to the 
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be added as a dividend, in the gross income of the first company for the 
taxable year in which or with which the taxable year of the second com- 
pany ends, the amount the first company would have received as a divi- 
dend if on such last day there had been distributed by the second company 
and received by the shareholders an amount which bears the same ratio to 
the undistributed Supplement P net income of the second company for its 
taxable year, as the portion of such taxable year up to and including such 
last day bears to the entire taxable year. 

“Supplement P Net Income” means‘ net income with an additional 
allowance for federal income, war-profits and excess profits taxes paid or 
allowed during the taxable year to the extent not allowed in computing 
net income and an alternative allowance for contributions or gifts,’ but 
no allowance is to be made’ for taxes of a shareholder paid by the cor- 
poration,’®? for the extraordinary pension trust contribution deduction,’ 
or for expenses and depreciation allocable to the operation and mainte- 
nance of property’’’ owned or operated by the company in excess of the 
rent or other compensation received for the use or right to use the prop- 
erty, unless the Commissioner approves such excess. The “Undistributed 
Supplement P Net Income,” which is what is taxed to the United States 
shareholder, is the “Supplement P Net Income”’ minus a credit for divi- 
dends paid,* computed without the benefit of the dividend carry-over 
provision." 

The statute includes administrative provisions as to information re- 


particular foreign holding company the stock of which is held by the American shareholders. 
A foreign holding company, in other words, must take unto its corporate bosom its pro rata 
share of the undistributed income of other foreign personal holding companies in which it 
holds stock and in which there existed a United States group. See Ways and Means Com- 
mittee Report No. 1546, 75th Cong. rst Sess. 16-17 (1937). 


00 Revenue Act of 1936, § 336(a), added by Revenue Act of 1937, § 201. See Ways and 
Means Committee Report No. 1546, 75th Cong. 1st Sess. 18 (1937). 


tor Revenue Act of 1936, § 336(a) (2), added by Revenue Act of 1937, § 201. See Ways and 
Means Committee Report No. 1546, 75th Cong. rst Sess. 18 (1937). 


2 Revenue Act of 1936, § 336(b), added by Revenue Act of 1937, § 201. See Ways and 
Means Committee Report No. 1546, 75th Cong. rst Sess. 18 (1937). 


103 See Revenue Act of 1936, § 23(d). 49 Stat. 1659 (1936), 26 U.S.C.A. § 23 (1929). 


104 See Revenue Act of 1936, § 23(p) 49 Stat. 1661 (1936), 26 U.S.C.A. § 23 (1929), and 
P. 000. 


15 See discussion at p. ooo in regard to incorporated yachts and farms. 


106 See Revenue Act of 1936, § 27, 49 Stat. 1665 (1936), 26 U.S.C.A. § 27 (1929), discussed 
in Paul and Mertens, Law of Federal Income Taxation § 32a.22 (supplement 1936). 


107 Revenue Act of 1936, § 335, added by Revenue Act of 1937, § 201. See Ways and Means 
Committee Report No. 1546, 75th Cong. rst Sess. 18 (1937). 
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turns by officers and directors,’®** and by shareholders,’ and as to the for- 
mation of foreign corporations,"° and a general penalty provision.™ It 
places a premium on liquidation before January 1, 1938, by a provision to 
the effect that profit on any liquidation will be taxable income in its en- 
tirety, instead of to a limited amount, depending on the period of holding 
of the stock of a foreign personal holding company, unless liquidation is 
completed before January 1, 1938, or unless it is established that liquida- 
tion is impossible before that date because of the laws of the foreign coun- 
try, in which event the liquidation must be completed before a date set by 
the Commissioner, but not later than June 30, 1938,"" and extends the 
Statute of Limitations upon additional assessments to seven years in case 
of omissions from gross income.™ 


2. THE DEVICE OF FOREIGN INSURANCE COMPANIES" 


The use of this device was not widespread, but the gullible vendees of 
the device attempted considerable tax saving. The mechanism has been 
variously labeled as “pure fiction,’’*S “financial romance,’* a “hollow 
shell,”"’ a “phoney life insurance device,”™* a “labyrinth of artificial- 
ity,”® and from another viewpoint, as “stern reality.”*° It consisted of 
an elaborate attempt to secure what was alleged to be interest deduction 
on what purported to be indebtedness represented by a so-called loan from 


a company which masqueraded as an insurance company. The taxpayers 


x08 Revenue Act of 1936, § 338, added by Revenue Act of 1937, § 201. See Ways and Means 
Committee Report No. 1546, 75th Cong. rst Sess. 22 (1937). 


9 Revenue Act of 1936, § 339, added by Revenue Act of 1937, § 201. See Ways and Means 
Committee Report No. 1546, 75th Cong. rst Sess. 22 (1937). 


© Revenue Act of 1936, § 340, added by Revenue Act of 1937, § 201. See Ways and Means 
Committee Report No. 1546, 75th Cong. rst Sess. 22 (1937). 


* Revenue Act of 1936, § 341, added by Revenue Act of 1937, § 201. See Ways and Means 
Committee Report No. 1546, 75th Cong. rst Sess. 22 (1937). 


™ Revenue Act of 1937, § 205. See Ways and Means Committee Report No. 1546, 75th 
Cong. 1st Sess. 25 (1937). 


™3 Revenue Act of 1937, § 206. See Ways and Means Committee Report No. 1546, 75th 
Cong. 1st Sess. 26 (1937). 


"4 The very fact that a taxpayer used a foreign insurance company instead of a domestic 
insurance company was in itself significant; testimony of Under Secretary Magill, Hearings 
before the Joint Committee on Tax Evasion and Avoidance, 75th Cong. 1st Sess. 127 (1937). 


"5 Testimony of Mr. Leming, id. at 100. 16 Statement of Mr. Vinson, id. at 100. 
"7 Testimony of Under Secretary Magill, id. at 105-138. 

"8 Statement of Senator La Follette, id. at 10s. 

9 Testimony of Mr. Leming, id. at 141. 

0 Statement of Mr. Crowther, id. at 141. 

™ Testimony of Under Secretary Magill, id. at 29. 
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went through elaborate motions of acquiring a single premium participat- 
ing life insurance policy in a substantial sum from this hollow insurance 
company, and of borrowing simultaneously from the same corporate en- 
tity a sum, the interest on which was sufficient virtually to wipe out the 
taxpayer’s gross income from such sources as personal services rendered. 
The “insurance company,” which in one case issued a policy in the sum of 
$4,000,000, was organized under the laws of the Bahama Islands. But it 
had no paid-up capital stock, kept none of the records usually kept by in- 
surance companies, had no appreciable bank balance or other assets, and 
made no attempt to carry reserves in the manner customary in the in- 
surance business as that business is done in the United States. The tech- 
nical entity was nothing more than a shell, yet it purported to issue pol- 
icies nominally running into millions of dollars. With equal audacity it 
pretended to make loans likewise running into millions. 

The policy issued by this corporate entity to taxpayers buying this 
plan contained many unusual features, among which was a clause stating 
that the policy should not lapse at the end of any given policy year, even 
though the taxpayer took no steps to comply with its provisions. The pol- 
icy carried a significant lien, or first charge, in favor of the issuing cor- 
porate entity against the principal sum in any settlement at death in ex- 
cess of 25%, this lien being nominally in exchange for a waiver of medical 
examination.’ Thus, the so-called “insurance” was really not insurance 
at all. In the typical “policy” employed in connection with this device 
the taxpayer was expected to obtain a loan on the so-called reserve value 
of the policy at the end of the first policy year. Thus, the “policy” holder 
paid a single premium of $2,793,720, and at the same time borrowed 
$2,832,540. 

This foreign insurance company device was sold by a New York part- 
nership. Under a contract with the taxpayer which provided that this 
firm should receive “for services rendered,” 25% of the estimated saving 
of federal and New York state taxes, through the deduction of interest on 
the so-called policy loan, a small amount was payable immediately and the 
balance was payable when the income tax returns should be finally closed. 
A further fee was payable on subsequent interest payments on the loans 
supposed to have been made.” That these handsome payments to ad- 
visors were well earned is shown by the profitable results which the 


™ Thus the estate of the so-called insured got ‘‘zero in money”; statement of Mr. Vinson, 
id. at 127. Apparently the estate of one “‘insured’’ under this scheme, had owed to it $158 on 
a policy of $400,000. See statement of Mr. Cooper, id. at 139; statement of Senator Harrison, 
id. at 140. 

23 Td. at 143. 
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taxpayer reaped from this collaboration in the following years. The 
$2,832,540 received from the company in 1932 was employed, in part, to 
pay the year’s interest on the so-called loan, and also to discharge a bank 
loan which the taxpayer has obtained at a Canadian bank for $8,361, for 
the purpose of paying the original premium. Thereupon, one taxpayer de- 
ducted as “interest paid” for 1932 an amount of $141,628—thereby effect- 
ing a remarkable return from a net cash investment of $8,361. 

The same series of maneuvers was repeated with some carelessness in 
subsequent years; the company issued annual dividends and also checks 
representing increases in the amount of the loan on the policy. The tax- 
payer graciously returned both checks to pay the interest on the loan, 
without even having the checks deposited or put through the usual bank 
channels. 

Change Made by Revenue Act of 1937. The Joint Committee on Tax 
Evasion and Avoidance believed existing law adequate to reach these pre- 
tended insurance cases, and suggested no amendments to plug a loop- 
hole that did not exist.*4 The Committee seems justified in this position, 
and it would seem that the Treasury agrees. These cases’ were, no doubt, 
presented for their publicity value as a deterrent. The whole device was 
a house of cards. To respect it would have been, in the language of the 
Supreme Court, to respect “an elaborate and devious form... . mas- 
querading”’ as outstanding insurance and indebtedness thereon, and “‘to 
exalt artifice above reality.’’*? 


3. DOMESTIC PERSONAL HOLDING COMPANY DEVICE 


Domestic personal holding companies were a popular and exceedingly 
effective device for avoiding income tax. The principal purpose™* of such 


™4 Report of the Joint Committee on Tax Evasion and Avoidance, 75th Cong. 1st Sess. 7 
(1937); Ways and Means Committee Report No. 1546, 75th Cong. rst Sess. 2 (1937). See re- 
marks of Senator George, Hearings before the Joint Committee on Tax Evasion and Avoid- 
ance, 75th Cong. rst Sess. 30 (1937); and statement of Senator Walsh, id. at 133. 


"8 Johnson v. Com’r, 86 F. (2d) 710 (C.C.A. 2nd, 1936), discussed in Paul, Studies in Fed- 
eral Taxation 137 (1937). 


26 Hearings before the Joint Committee on Tax Evasion and Avoidance, 75th Cong. 1st 
Sess. 27 (1937). 

"7 Gregory v. Helvering, 293 U.S. 465, 470 (1935), discussed in Paul, Studies in Federal 
Taxation 120, 141 (1937). 

8 Tt was argued in favor of some personal holding companies that they were organized be- 
fore 1934 when the personal holding company provision first appeared in the law. This argu- 
ment, of course, is irrelevant if a personal holding company already in existence was employed 
to take advantage of the benefits conferred by the Revenue Act of 1936 § 351, 49 Stat. 1732 


(1936), 26 U.S.C.A. § 351 (1929). See Hearings before the Joint Committee on Tax Eva- 
sion and Avoidance, 75th Cong. rst Sess. 220 (1937). 
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companies was to hold income-producing property (usually securities) and 
to withhold distribution to the shareholder or shareholders of the income 


therefrom. Such companies were also used to obtain deductions which 
would not otherwise be available. 


Example: A taxpayer, owned several personal holding companies, some directly 
and some through a holding company which was not a personal holding company, be- 
cause it received more than 20% of its income from operating a farm. 

This elaborate corporate set-up involved two ideas. The holding company and one 
personal holding company, both had stock in, and received substantial income from, 
Christiana Securities Corporation. The dividends from the Christiana stock were 
taxed only at the personal holding company brackets, lower than the brackets of the 
individual stockholder, and in addition, such dividends were reduced by the expenses, 
losses and depreciation of the farm estate and the corporation operating the farm. 


Example: A taxpayer and his friend,'s* New York bankers, owned twelve personal 
holding companies and two realty companies, the taxpayer owning one and his friend 
the other of the two realty companies."3* These twelve personal holding companies in 
1935 Claimed losses aggregating $522,987.86, resulting from sales of securities between 
the various corporations. These losses, of course, offset income from securities. These 
sales were from one company owned by the taxpayer and his friend to another com- 
pany owned by both the taxpayer and his friend; there were sales from one company 
belonging to one individual’s group to a company belonging to the other individual’s 
group; there were sales within a group; and finally, there were sales that completed 
the circuit, that is, securities were sold by a company owned by one of these individuals 
to a company owned by the other, and then a like number of shares in the same secu- 
rities were sold back by the two other controlling companies, “the result being each 


group of companies was back to where it had started, and losses were claimed on both 
sales.” 


The personal holding company provision of the statute," in a sense, 
legitimatized personal holding companies"? by imposing a penalty tax 
upon their undistributed adjusted**4 net income. The domestic personal 


19 Td. at 212. 130 Jd. at 216. 


# The rental income of these two realty companies was enough under Acts previous to the 
1937 Act to take them out of the definition of personal holding companies which required that 
80% of the gross income be from sources other than rent. Revenue Act of 1936 § 351 (b)(1), 
49 Stat. 1732 (1936), 26 U.S.C.A. § 351 (1929). 

*# Td. § 351. This section was first inserted in the Revenue Act of 1934 in response to an 
admitted failure of the penalty tax upon corporations accumulating surplus to avoid the im- 
position of surtax upon shareholders. See Paul and Mertens, Law of Federal Income Taxation 
§ 48.38 (1934). See also statement of Mr. Vinson, Hearings before the Joint Committee on 
Tax Evasion and Avoidance, 75th Cong. rst Sess. 173 (1937). 

133 Testimony of Under Secretary Magill, Hearings before the Joint Committee on Tax 
Evasion and Avoidance, 75th Cong. 1st Sess. 30 (1937). Cf. testimony of Mr. Magill, id. at 
161. 

"34 These tax rates commenced under the Revenue Act of 1936 at 8% and reached 48%. 
The Ways and Means Committee believed these rates sufficiently low ‘‘to permit individuals 
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holding company was an “incorporated pocketbook” in the same manner 
as a foreign personal holding company; its advantage was, however, not 
dubious absence from jurisdiction, but an effective rate of tax lower than 
the individual surtax brackets of its stockholders. A domestic personal 
holding corporation did not conceal; it revealed and paid the statutory 
price.* 

The illusory quality of the personal holding company tax rates is defi- 
nitely proved by the experience of the Tresaury in the years 1934, 1935, 
and 1936. Notwithstanding nominal rates of 8% to 48%, the preliminary 
report on 1935 returns showed the collection of less than $2,000,000 on 
personal holding company income of approximately $115,000,000."** 

Companies filing 4,457 returns under the 1934 Act showed an aggregate 
net income of over $53,000,000. Only 374 of these companies, or less than 
9%, showed income subject to the personal holding surtax imposed by 
section 351. These companies showed taxable income of only $5,000,000, 
or less than 10% of the total net income of the group. They paid a per- 
sonal holding company surtax of only $1,695,000, or about 3% of their 
aggregate net income. The remaining 4,083 companies in the group paid 
no surtax under section 351. They were subject only to the ordinary tax 
on corporate income, which is, of course, less than the tax on individuals 
in the higher brackets. The highest bracket of the normal tax on corpora- 
tions under the 1934 law was 13-3/4%, whereas the individual surtax 
bracket (not including normal tax of 4%) reached 59%. The individuals 
who owned these corporations were, therefore, taxed on the income from 
assets held by these companies “as if they were bona fide operating cor- 
porations, instead of merely ephemeral subdivisions of the personalities 
of the individual owner and creator.”**” 

Data was presented to the Committee on Tax Evasion and Avoidance 
showing what happened with respect to seventeen personal holding com- 
pany cases which were pending in the Conference Division of the Bureau 
of Internal Revenue at the time of the investigation. Of these 17 com- 
panies only three paid surtaxes under section 351. Two of these surtaxes 


in the higher surtax brackets to secure considerable tax savings, particularly through the for- 
mation of multiple personal holding companies”; Ways and Means Committee Report No. 
1546, 75th Cong. 1st Sess. 3 (1937). 


135 Some personal holding companies were none too anxious to reveal the entire situation, 
as is proved by the way in which the returns of companies and stockholders were filed in 
widely separate districts, making a difficult problem of assembly. See, Hearings before the 
Joint Committee on Tax Evasion and Avoidance, 75th Cong. rst Sess, 171 (1937). 


136 Td. at 140. 137 Id. at 150. 
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were inconsequential. The remaining fourteen companies paid no surtax 
under section 351. The total net income of the fourteen companies before 
any deductions under section 351 was $4,862,824.87. This group of cor- 
porations paid ordinary corporate tax under section 13 of only $18,068.07. 
The entire group paid a total surtax under section 351 of $25,905.28. 
The total corporate taxes paid by the seventeen companies was $43,973.35: 
It was estimated on a conservative basis that the individual owners of 
these seventeen personal holding companies would have had to pay a tax 
of $1,638,023 if no personal holding company had been organized." 

The personal holding company rates were delusive because of the over- 
generous deduction provisions contained in the statute.” These provi- 
sions may be summarized as follows: 

(1) Personal holding companies might deduct 20% of their adjusted 
net income less dividends received from other personal holding compa- 
nies." 

(2) Personal holding companies might deduct reasonable amounts used 
or set aside to retire indebtedness incurred prior to January 1, 1934." 

(3) Personal holding companies, to arrive at adjusted net income, 
might deduct losses on the sale or exchange of capital assets, without lim- 
itation.'” If such losses were incurred by an individual, they were allow- 
able only to the extent of $2,000, plus gains from such sales or exchanges."*3 

Analyses were presented by the Treasury to the Joint Committee on 
Tax Evasion and Avoidance of 1,300 returns filed under the 1936 Act. 
Of these 1,300 cases, 278 claimed the above mentioned 20% deduction. 
fifty-six claimed the deduction for amounts used to retire indebtedness, 
and forty-six claimed deductions for capital losses. The 278 corporations 
claiming the 20% exemption took a deduction of $4,878,471, accomplish- 
ing a tax reduction thereby of $929,831. The fifty-six companies claiming 
a deduction for debt retirement deducted $5,606,444, accomplishing a tax 
saving of $982,967. The forty-six companies claiming loss deductions 
listed capital losses of $11,251,535.60, accomplishing a tax saving of 
$725,509.07." 

138 Td. at 162; see also table, id. at 166. 139 Td. at 149. 

4 Revenue Act of 1936, §351 (b) (2) (A). 49 Stat. 1732 (1936), 26 U.S.C.A. § 331 (1929). 

™ Revenue Act of 1936, § 351(b) (2) (B). 49 Stat. 1732 (1936), 26 U.S.C.A. § 331 (1929). 
This deduction has been retained in the Revenue Act of 1937. See text supported by notes 
147-49. 

'# Revenue Act of 1936, § 351(b) (3) (c) 49 Stat. 1732 (1936), 26 U.S.C.A. § 331 (1929). 

43 In other words, an individual was less favored than a personal holding company. 


“44 Hearings before the Joint Committee on Tax Evasion and Avoidance, 75th Cong. 1st 
Sess. 178-184, Ex. A, B, C, D (1937). 
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It must be admitted that this personal holding company device con- 
stituted in most cases a successful tax avoidance mechanism. There will, 
no doubt, be cases which will show that what is claimed to have been done 
in connection with personal holding companies was not done,'* but where 
much of the income tax law rests upon the base of corporate entity, and 
where there is a genuine transfer to a personal holding company, and the 
law imposes a penalty tax on the personal holding company on the theory 
that it is a separate corporation,’* the only thing left is to repair by an 
amendment damage suffered from statutory over-generosity. 

Change Made by Revenue Act of 1937. A death sentence is pronounced 
against the use of these holding companies as a tax avoiding device by the 
provisions of the 1937 Act, which completely rewrite Title IA of the Rev- 
enue Act of 1936. These sections are distinguishable from the provisions 
dealing with foreign personal holding companies chiefly in that they make 
no attempt to tax the undistributed corporate income directly to the 
stockholders, since in the case of domestic corporations there is not the 
same possibility that otherwise, if the income is left in the corporate treas- 
ury, it may escape taxation altogether.'*? The most significant changes 
which have been made are three-fold: (1) a drastic increase in the surtax 
rates upon such corporations, now varying from 65% on the first $2,000 
of undistributed adjusted net income to 75% on all income over that 
amount;** (2) a tightening up of the specifications which classify a cor- 
poration as a domestic personal holding company;'*? and (3) a denial of 
certain deductions formerly allowable in “undistributed adjusted net in- 
come.” 

Under earlier law, only such non-exempt companies as derived at least 
80% of their gross income from royalties, dividends, interest, annuities, 
and gains from the sale of stock or securities (except in the case of regular 
dealers), and which were owned to the extent of at least 50% of their stock 
by or for not more than five individuals during the last half of the taxable 
year, were classified as personal holding companies. The latter element 


148 Cf. opinion of Member Arundell, Kaspare Cohn Co., Ltd., 35 B.T.A. 646 (1937). 

146 See text supported by notes 132-35. 

47 In fact, domestic shareholders under the present act can not even save themselves by 
voluntarily choosing to report their pro rata shares of the undistributed net income; actual 
distribution of the earnings is the only avenue of escape from the new surtax. 

48 Revenue Act of 1936, § 351, as changed by Revenue Act 1937 § 1. 

49 The new act with respect to domestic personal holding companies is made applicable 
only to taxable years beginning after December 31, 1936. Revenue Act of 1937, § 3. Corpora- 
tions operating on the basis of a fiscal year ending before 1938 will thus have an opportunity to 
escape impending doom by changing their status during the year 1937. 
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remains unchanged in the new definition.*** And even under the new act 
the porportion of income from the specified sources must total 80% of the 
entire yearly income, and the stock ownership test must be satisfied, be- 
fore a corporation is to be treated as a holding company. But once a 
company has attained that uncomfortable status, it will now remain 
shackled to that classification until the percentage falls below 70% for 
three consecutive years or until there has been a change in the stock own- 
ership.’* This provision, intended to check deliberate changes in the com- 
pany’s income to take it out of the statutory definition,’ has aroused im- 
passioned objections on the ground that it creates a pit into which some 
operating companies may fall in years of subnormal business activity; but 
it is not likely to constitute a serious threat to legitimate business cor- 
porations in any great number of instances. 

A considerable florescence is apparent in the items which go to make up 
“personal holding company income.’ The definition of this phrase bears 
an almost exact resemblance to that contained in the provisions dealing 
with foreign personal holding companies. Rents, for example, are similar- 
ly included unless they constitute 50% or more of the gross income.’*? The 
props are removed from the device of incorporated talents and the incor- 
poration of private yachts, residences, or other property by similar pro- 
visions including the receipts from such sources in holding company in- 
come."s4 However, the present section affords special protection to gas 
and oil royalties by excluding them from holding company income if 
they constitute 50% or more of the total gross income and if the deductible 
business expenses of the corporation constitute at least 15% of its gross 
income.'s This practical compromise was the outcome of vigorous objec- 
tions raised by certain domestic interests against the original sweeping in- 
clusion of such royalties. 

The elaborate provisions for determining whether 50% in value of the 
outstanding stock is owned directly or indirectly by or for not more than 
five individuals at any time during the last half of the taxable year har- 
monize with the corresponding provisions regarding foreign holding com- 


*s° Revenue Act of 1936, § 352(a) (2) as changed by Revenue Act 1937 § 1. 

Revenue Act of 1936, § 352(a) (1), as changed by Revenue Act of 1937 § 1. 

*# Ways and Means Committee Report No. 1546, 75th Cong. 1st Sess. 3 (1937). 

83 Revenue Act of 1937, § 353(g); Ways and Means Committee Report No. 1546, 75th 
Cong. 1st Sess. 6 (1937); see also pages 53-54, supra. 

*s4 Revenue Act of 1936, § 353(f), as changed by Revenue Act of 1937 § 1. 

*ss Revenue Act of 1936, § 353(h) as changed by Revenue Act of 1937 § 1. This alteration 
se en by the Senate; see Finance Committee Report No. 1242, 75th Cong. 1st Sess. 1 

1937). 
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panies. As heretofore, stock which is owned directly or indirectly by or 
for a corporation, partnership, estate or trust shall be considered as being 
owned proportionately by its shareholders, partners, or beneficiaries.’ 
Thus a robust disregard for the separate existence of corporations and 
other legal entities is displayed to some extent even in the case of domestic 
holding companies. An individual is regarded as representing the stock 
holdings of other members of his family,"5’? and this principle has now been 
expanded to cover stock owned directly or indirectly by or for a partner.'®* 
An option to acquire stock, or any of an endless chain of options to acquire 
such an option, is considered to confer actual ownership.’ To prevent 
frustration of the law by the use of securities convertible into stock, the 
identical provisions of constructive ownership are made applicable to such 
securities if the effect would be to make the corporation a holding com- 
pany or to make certain receipts includible as holding company income. 

Finally, the deductions allowed to domestic personal holding companies 
under earlier law have been thoroughly and severely overhauled. The 
new Act disallows such corporations any deduction for taxes previously 
imposed but paid during the taxable year under the section penalizing un- 
reasonable accumulations of surplus." Deductions for charitable con- 
tributions are now limited to 15% of the net corporate income, unlike the 
earlier privilege of unlimited deductions."* Losses from sales or exchanges 
are now allowable only to the extent of $2,000 plus capital gains, thus 
placing domestic holding companies on the same plane as individuals. 
To seal the fate of incorporated yachts or estates, deductions for operat- 
ing expenses and depreciation of corporate property are disallowed if they 
exceed the rent or other compensation received for the use or right to use 


© Revenue Act of 1936, § 354(a) (1) as changed by Revenue Act of 1937 § 1. 


187 The scope of the word “‘family”’ is the same as that embodied in § 351 of the older law; 
see, Ways and Means Committee Report No. 1546, 75th Cong. 1st Sess. 7 (1937). 


88 Revenue Act of 1936, § 354(a) (2) as changed by Revenue Act of 1937 § 1. The closeness 


of the business relationship incident to a partnership was deemed sufficient justification for 
this broadening. 


189 Td. at (3); see also Ways and Means Committee Report No. 1546, 75th Cong. 1st Sess. 8 
(1937). 


60 Revenue Act of 1936, § 354(b) as changed by Revenue Act of 1937 § 1. 

x61 Td. at § 356(a) (1). 

12 The various types of donees to which such gifts are permissible are enumerated in § 23(q) 
of the Revenue Act of 1936, 49 Stat. 1658 (1936), 26 U.S.C.A. § 23 (1929). It is noteworthy 
that this deduction is calculated without subtracting the amounts disallowed as deductions 


under § 356(b). See Revenue Act of 1936, § 356(a) (2) as changed by Revenue Act of 1937 
§ 1. 
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the property.** The new act also denies the deduction of 20% of the 
excess of the adjusted net income over the amount of dividends received 
from other personal holding companies.*** However, the deduction of 
amounts used or irrevocably set aside to retire indebtedness of any kind 
incurred before January 1, 1934, continues to be permitted." 


4. DEVICE OF INCORPORATING YACHTS AND COUNTRY ESTATES 


The simplicity of the idea of incorporating yachts and country estates 
has the earmarks of genius. One can but wonder why it was not resorted 
to long before it appears in the record as a condemned avoidance mecha- 
nism. As almost every taxpayer must know, the deduction of personal 
expenses is expressly prohibited by the statute." A taxpayer owning a 
yacht individually can hardly plead with much chance of success that ex- 
penses of his yacht are business, as distinguished from personal, expenses." 
The same is true in a lesser degree where farms, racing stables, and other 


3 Thus, with ironic but justifiable contrariety, the act requires the full rentals from such 
sources to be reported as holding company income, but limits the allowable operating expenses 
to the amount of rents received. Revenue Act of 1936, § 356(b) as changed by Revenue Act of 
1937 § 1. However, the taxpayer can still obtain the deduction if he is able to convince the 
Commissioner that the rent was the highest obtainable; that the property was held in the 
course of a bona fide business carried on for profit; and either that the property was necessary 
to the conduct of the business or that there was a resaonable expectation of profit from the 
operation of the property. bid. This provision should breed a considerable progeny of cases 
and administrative rulings. 


64 Ways and Means Committee Report No. 1546, 75th Cong. rst Sess. 10 (1937). 


6s Revenue Act of 1936, § 355(b) as changed by Revenue Act of 1937 §. 1. The Ways and 
Means Committee, feeling compunction at the possibility of causing practical hardship, re- 
tained this provision over the objection of the Joint Committee that individuals were not al- 
lowed any such privilege. See Ways and Means Committee Report No. 1546, 75th Cong. 1st 
Sess. 10-11 (1937); and cf. Report of Joint Committee on Tax Evasion and Avoidance, 75th 
Cong. 1st Sess. 9 (1937). The Senate made certain minor changes in the verbiage of this sec- 
tion, such as adding the words “‘any kind” of indebtedness, to avoid restricting the deduction 
to bond indebtedness; see, Finance Committee Report No. 1242, 75th Cong. 1st Sess. 2 (1937). 


6 Revenue Act 1936 § 24(a) (1), 49 Stat. 1662 (1936), 26 U.S.C.A. § 24 (1929). 


67 See John A. Brander, 3 B.T.A. 231 (1925), where an individual who owned a yacht, 
used incidentally in the business of a corporation of which the taxpayer was president, was 
held not entitled to a deduction for depreciation. The Board recognized that yachting is uni- 
versally regarded as a gentleman’s game for the idle rich, not as a business activity; and felt 
that taking prospective customers on free trips to the Mediterranean to cultivate their good 
will was carrying the salesman’s traditional free cigar to abnormal extremes, even in a keenly 
competitive era. But see, E. E. Dickinson, 8 B.T.A. 722 (1927), where the yacht was used as a 
sales-producer with more regularity and with more tangible results. 


68 Under Secretary Magill draws a distinction between the incorporation of a farm and the 
incorporation of a yacht. The former is a ‘‘closer question,” but the incorporation of a yacht 
“reaches the border of complete absurdity.” Hearings before the Joint Committee on Tax 
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hobbies, are owned individually." Individual ownership means, there- 
fore, that the taxpayer may not in the usual case offset the expenses of 
maintaining his yacht or farm against his income from salary, dividends, 
interest, and other orthodox sources. 

A number of taxpayers have tried to meet this situation by transferring 
income-producing securities amd a yacht or farm to a corporation. The 
theory is that all activities of a corporation are its business; it cannot by 
definition have personal expenses, the deduction of which is prohibited. 
The corporation may, under this theory, do what the individual may not 
do, viz., offset yacht expenses against income from securities.*”? Sometimes 
the individual owners of these corporations paid sufficient rent (more than 
20% of the gross income) to take the corporation out of personal holding 
company classification.*” 


Example: A taxpayer owned a New York corporation which in turn owned a 
yacht.‘ The first yacht owned by this corporation was sold in 1929. Its successor 


Evasion and Avoidance, 75th Cong. 1st Sess. 31 (1937). Of course it is an entirely different 
matter if a yacht or a farm is incorporated to avoid unlimited public liability and no attempt is 
made to take advantage of the corporation to avoid tax. 

*69 The solution of this question turns upon whether the operation of the farm in the particu- 
lar case constitutes a business run for profit. In Thacher v. Lowe, 288 Fed. 994 (D.C.N.Y. 
1922), a New York attorney, playing at gentleman farming as a hobby, and at a loss, was held 
not entitled to a deduction. The court felt that since the attorney had never in any year made 
a profit the farm was obviously run for pleasure. Sometimes, however, the courts have allowed 
incorrigibly optimistic taxpayers, with alleged expectations of making an ultimate profit, to 
deduct such losses even though expenses have always greatly exceeded receipts. See Field v. 
Com’r, 67 F. (2d) 876 (C.C.A. 2d 1933) (racing stable). Such cases proceed on the assumption 
that the possibility of profits is inextricably associated with the race horse. Some people who 
have had sad non-judicial experience at the race track would probably question this premise. 
See also Widener v. Com’r, 8 B.T.A. 651 (1927), aff’d 33 F. (2d) 833 (C.C.A. 3d 1929); Wilson 
v. Eisner, 282 Fed. 38 (C.C.A. 2d 1932); Whitney v. Com’r, 73 F. (2d) 589 (C.C.A. 3d 1934); 
Ackerman v. Com’r, 24 B.T.A. 512 (1931), aff'd 71 F. (2d) 586 (C.C.A. oth 1934). The 
keeping of books of account, the general business-like atmosphere of the enterprise, and a host 
of other factors, are important in showing the taxpayer’s intentions. 

7° Report of the Joint Committee on Tax Evasion and Avoidance, 75th Cong. 1st Sess 12 
(1937). Thus the taxpayers turned back upon the government the same argument which the 
government itself depends upon to justify the imposition of capital stock and other excise 
taxes. But whether the use of the yacht is intra-vires, and whether its use constitutes an “‘ordi- 
nary and necessary business expense,’’ might be two very different inquiries. In other words, 
the Treasury might plausibly have met the dialectical dilemma by arguing that a corporation 
was not carrying on a business for profit where it was clearly impossible to make any gains out 
of the yacht’s operations; and also that the yacht expenses were not “‘ordinary’’ and ‘‘neces- 
sary’’ expenses, unless promoting the happiness and comfort of the officers could be considered 
a necessary phase of the corporation’s business. 

1 See Ways and Means Committee Report No. 1546, 75th Cong. rst Sess. 6 (1937); Re- 
port of the Joint Committee on Tax Evasion and Avoidance, 75th Cong. rst Sess. 12 (1937). 

1” Hearings before the Joint Committee on Tax Evasion and Avoidance, 75th Cong. 1st 
Sess. 231-33 (1937). 
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was completed in Germany in 1931, at a cost of $2,130,812.13. This yacht has been 
kept from entering American waters, and thus the corporation has avoided import 
duties on foreign-built yachts imposed by the Tariff Act of 1930."73 

Except for one or two charters the vacht has been used exclusively by the taxpayer’s 
family. Yet the expenses of the yacht, $630,799.34, for the years 1931 to 1936, in- 
clasive, have been offset against the income from securities also owned by the corpora- 
tion and transferred to that corporation by the taxpayer. The taxpayer apparently 
saved $220,183.65 through the deduction by the corporation of these expenses. The 
tax on the basis of a disregard of the entity of the ship corporation would have been 
$332,729.06 greater than the tax paid by the taxpayer and her corporation. 


Example: A taxpayer'’4 formed a New York corporation, to which he transferred 
securities valued at $1,623,385, and racing and breeding stock valued at $656,978. 
For the years 1932 to 1936, inclusive, the loss on stable operations amounted to 
$1,325,940.57. In four of these years he apparently saved $396,125.47 in tax by apply- 
ing the stable losses against the security income of the corporation.*’s 

Example: Another taxpayer'” used a Delaware corporation organized in 1929, in 
much the same way as in the previous example, except that she applied the idea to 
farm property and in addition had her corporation pay her husband a salary, which in 
1936 reached the respectable amount, even in modern terms, of $36,000. 


The set-off of farming expenses against ordinary income may sometimes 
be accomplished without the use of a special corporation where the in- 
come is derived from a closely held corporation. 


Example: A taxpayer,'?? the owner of a Delaware corporation, which markets a 
candy bar, placed her farm in the candy manufacturing corporation. This corporation 
in 1936 showed a net profit of $857,971.59, after a deduction of farm operating loss in 
the amount of $288,477.79." 


The effectiveness of the incorporation of yachts and gentleman farms 
as a tax-saving device is certainly questionable even under acts previous 
to the 1937 Act.'?? Assuming that the corporate entity is respected,"®° 


173 19 U.S.C.A., § 1001. Par. 370, 120 (19269). 

74 Hearings before the Joint Committee on Tax Evasion and Avoidance, 75th Cong. 1st 
Sess. 237 (1937). 

*78 In other words, his tax would have been greater if he had owned and operated the racing 
and breeding stock individually, as he had previous to 1932, and if he had not been able to 
prove that he was individually in this business for profit. 

1% Hearings before the Joint Committee on Tax Evasion and Avoidance, 75th Cong. rst 
Sess. 238 (1937). 

177 Id. at 239. 

178 The theory of the taxpayer seems to have been that the operation of the farm served as 
an advertisement for the candy company’s products. As Mr. Kent, the representative of the 
Treasury stated, ‘‘wherein the advertising value for a candy bar of this farm and racing stable 
consists does not appear.” Id. at 240. 


179 Section 356(b) of the Revenue Act of 1936, added Revenue Act of 1937 § 1 is designed 
to take care of this situation for the future. 

18 See cases cited in note 248. The Supreme Court meant in Gregory v. Helvering, 293 
U.S. 465 (1935), ‘‘to indicate that in applying the provisions of a Revenue Act it would not be 
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and that the corporation and stockholder are scrupulous in going through 
the motions involved in an ownership by the corporation of what would 
in natural course be owned by an individual, expenses are allowable as a 
deduction only if they are “ordinary and necessary,””"*' and depreciation is 
allowable as a deduction only if the depreciable property is “used in the 
trade or business.’’*? While most activities of a corporation must be re- 
garded as its business, a corporation may indulge in activities beyond the 
scope of its powers and the purposes attributable to it as a business con- 
cern."*3 It is hardly to be doubted that the courts will subject to special 
scrutiny a corporation which is virtually an alter ego for an individual 
stockholder. Are expenditures made by such a corporation normal busi- 
ness expense? Are they “ordinary” and are they “necessary”? Is the 
property being “used in the trade or business”’ in the sense of the statute? 
The words are to be interpreted “‘according to the ways and the forms of 
speech prevailing in the business world.’"*4 Expenditures for a pleasant 
cruise in the Caribbean will scarcely meet the test of being “ordinary and 
necessary” to the corporation; a yacht engaged on such a cruise is not 
being used in the business of the corporation. It is being appropriated by 
the stockholder to serve purposes outside the corporate business. Perhaps, 
constructively, the cruising stockholder has income;**s he certainly has 
something for which he spent his income in the days before he conceived 
the brilliant idea of incorporating the instruments of his pleasure. 
Change Made by Revenue Act of 1937. The provisions discussed in rela- 


stopped by the mere regularity of the proceeding and its ‘apparently strict conformity with 
the statute’; in judging a transaction it will insist upon looking at the entire plan (citing 
Shoenberg v. Com’r, 77 F. (2d) 446 (C.C.A. 8th 1935), cert. denied 296 U.S. 586 (1935); Royal 
Marcher, 32 B.T.A. 76 (1935), appeal dismissed (C.C.A. 2d, Feb. 4, 1936) and considering the 
general import of the transaction. (Citing Equitable Trust Co. v. First National Bank, 275 
U.S. 359 (1928).”’ See Paul, Studies in Federal Taxation 144 (1937). 

1 Revenue Act of 1936 § 23(a), 49 Stat. 1658 (1936), 26 U.S.C.A. § 23 (1929). 

182 Jd. at 23 (a) (1). 

"83 This is the theory id. § 23(q). A corporation is not organized to do so, yet it may make 
charitable contributions. See Paul and Mertens, Law of Federal Income Taxation § 23, 66 
(1934). 

84 Welch v. Helvering, 290 U.S. 111 (1933). In this case the court also said (Cardozo, J., 
at 114): 

‘*Here, indeed, as so often in other branches of the law, the decisive distinctions are those of 
degree and not of kind. One struggles in vain for any verbal formula that will supply a ready 
touchstone. The standard set up by the statute is not a rule of law; it is rather a way of life. 
Life in all its fullness must supply the answer to the riddle.” 


*8s See Hal E. Roach, 20 B.T.A. 919 (1930), in which the government contended that the 
expenses paid by the company and not by the taxpayer, for operating and maintaining a 
yacht were additional income to the individual stockholder and this claim was denied by the 
Board on the grounds that the doctrine of constructive receipt should be sparingly applied. 
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tion to domestic and foreign personal holding companies are designed 
to prevent employment of the yacht and farm incorporation device." 
Domestic personal holding income includes amounts received as compen- 
sation (however designated and from whomsoever received) for the use of, 
or right to use, property of the corporation in any case where, at any time 
during the taxable year 25% or more in value of the outstanding stock of 
the corporation is owned, directly or indirectly, by or for an individual 
entitled to the use of the property, whether such right is obtained directly 
from the corporation or by means of a sub-lease or other arrangement."®” 
Likewise, the allowable operating expenses are limited to the amount of 
rents received.™ 
5. ARTIFICIAL DEDUCTIONS 


The general idea motivating the device of artificial deductions is the 
transfer or shift of income from a high to a low-bracket taxpayer. A loan 
not occasioned by business necessity may be made by a corporation to 
another corporation owned by various members of the family, or between 
corporations or trusts owned or controlled by members of the same family, 
or even between members of the family directly. The loan is made to a 
person in a high surtax bracket, who is thus enabled to reduce his income 
at the modest expense of raising the income of a person subject to a lower 
tax bracket."*9 


Example: A taxpayer'® in 1927 formed trusts for her seven children, naming her 
husband as trustee of each trust. The corpus of these trusts consisted of stock of the 
United States Steel Company. In 1931 the taxpayer reacquired this steel stock, giv- 
ing notes to the trusts aggregating $381,414.66, bearing 5% interest. In the years 
1931 to 1934 she paid only a portion of the interest due. In 1935 she paid $42,000 to 
her husband, the trustee, as interest on the notes for the current year and for previous 
years. In 1936 she paid $35,639.71 accrued and current interest in full. This case is 
alleged to suggest “the possibility that a taxpayer on the cash basis may take advan- 
tage of loan transactions within the family to pay or withhold interest in such a way 
as to accomplish substantial tax savings, through concentration of interest payments 
in years when taxable income is large.” 


18 See pages 55, 56 supra. 

87 Revenue Act of 1936, § 353(f), added by Revenue Act of 1937, § 1. See Ways and Means 
Committee Report No. 1546, 75th Cong. 1st Sess. 6 (1937); Report of the Joint Committee 
on Tax Evasion and Avoidance, 75th Cong. rst Sess. 12 (1937). 

188 Revenue Act of 1936, § 356(b), added by Revenue Act of 1937, §1. See Ways and 
Means Committee Report No. 1546, 75th Cong. 1st Sess. 12 (1937); Report of the Joint Com- 
mittee on Tax Evasion and Avoidance, 75th Cong. 1st Sess. 13 (1937). 


18 Report of the Joint Committee on Tax Evasion and Avoidance, 75th Cong. rst Sess 15 
(1937). 


19° Hearings before the Joint Committee on Tax Evasion and Avoidance, 75th Cong. rst 
Sess. 241 (1937). 
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Example: On June 6, 1932, a taxpayer borrowed $1,000,000 from the Irving Trust 
Company, which he gave to his wife."** On the same day she created trusts for her own 
benefit by depositing the money with the Irving Trust Company as trustee. On the 
same day the taxpayer borrowed $1,000,000 from the trust created by his wife, giving 
four notes for $250,000 each. This borrowed money was immediately used by the tax- 
payer to repay the loan from the Irving Trust Company. These transactions were all 
consummated within a few hours before the enactment of the Revenue Act of 1932; 
they were also accomplished by the use of checks with the result that no cash ever left 
the bank. The taxpayer has claimed deductions of $60,000 each year on his individual 
income tax returns for interest paid on these notes. The trust being revocable, his 
wife has reported the trust income in her individual return. The Treasury alleges that 
for the years 1932 to 1936, inclusive, the tax saving accomplished by this well-advised 
shifting of income from husband to wife amounted to $86,471.20. 


Example: A taxpayer,'” three nephews and a business associate used the cash and 
accrual methods of reporting income to considerable advantage. The taxpayer’s books 
were kept on the accrual basis. This method of accounting enabled him to deduct ac- 
crued interest in 1935 of $99,002.22, of which $49,010.43 was accrued at 6% on debts 
of about $1,000,000 owed to the three nephews and the business associate. Since these 
creditors, who were relatives and who theoretically received the deductible accrued 
interest, were on the cash basis, they were not required to take up the accrued interest 
as gross income until it was paid. This combination of circumstances meant that the 
nephews and the life-long business associate paid no tax on the interest deducted by 
the taxpayer in his return.'93 

Example: A taxpayer’ of Chicago was the beneficiary of two estates, that of his 
grandfather and his wife’s grandfather. He formed three Canadian holding corpora- 
tions, the entire stock of one of which was issued to himself. The entire capital stock 
of the second corporation was issued to his wife and the entire capital stock of the 
third was issued to his children. The taxpayer subscribed to $1,800,000 of the capital 
of the first corporation, and paid in 10% thereof, giving his demand notes of $1,620,000 
for the balance. These notes were not paid, and the taxpayer was thus able to deduct 
in each of the years 1929 and 1933, interest of approximately $100,000 per year on 
these notes. It is claimed, certainly not without plausibility, by the Treasury that 
this operation of “giving notes for inflated capital’ was deliberately designed to sup- 
port artificial deductions for interest." 


Change Made by Revenue Act of 1937. Steps have been taken in the 
Revenue Act of 1937 to prevent the allowance of any such artificial de- 
ductions as have been described. The family loss section’® of the Revenue 


1% Ibid. 192 Td. at 243. 


193 This case is described in Ways and Means Committee Report No. 1546, 75th Cong. rst 
Sess. 29 (1937). Report of the Joint Committee on Tax Evasion and Avoidance, 75th Cong. 
1st Sess. 16 (1937). 


194 Hearings before the Joint Committee on Tax Evasion and Avoidance, 75th Cong. 1st 
Sess. 240 (1937). 


195 In 1933 the taxpayer waived the American flag and became a British subject. 


1% Revenue Act of 1936, § 24(a) (6), 49 Stat. 1662 (1936), 26 U.S.C.A. § 24 (1929). See 
Ways and Means Committee Report No. 1546, 75th Cong. rst Sess. 26 (1937); Report of the 
Joint Committee on Tax Evasion and Avoidance, 75th Cong. rst Sess. 15 (1937). 
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Act of 1936 has been considerably expanded to prevent deduction of losses 
on transactions, not only between members of a family and individuals 
and 50% owned corporations, but also between 50% owned domestic and 
foreign personal holding corporations and between a grantor and fiduciary 
of any trust.’”? It is also provided in this expanded section” that in com- 
puting income no deduction shall be allowed with respect to expenses or 
interest if not paid within the taxable year, or within two and one-half 
months after the close thereof; and if by reason of the method of account- 
ing of the person to whom the payment is to be made the amount thereof 
is not, unless paid, includible in the gross income of such person in the 
taxable year in which or with which the taxable year of the taxpayer ends; 
and if at the close of the taxable year of the taxpayer or any time within 
two and one-half months thereafter, both the taxpayer and the person to 
whom the payment is to be made are persons between whom losses would 
be disallowed. 
6. MULTIPLE TRUSTS 

The device of multiple trusts has as its general purpose the splitting of 
the income of the family economic unit into a number of entities. Two 
purposes are served :'”? (1) additional personal exemptions are secured ;?° 
and (2) the more that income is divided among different taxpayers, the 
lower are the applicable surtax brackets, and the less the tax upon the 
aggregate income of the group. This idea has been applied to capital 
gains and ordinary income. One variation of attempted tax saving by 
trusts is discussed in the note below.” 


197 Revenue Act of 1936, § 24(a), 49 Stat. 1662 (1936), 26 U.S.C.A. § 24 (1929), as amended 
by Revenue Act of 1937, § 301. 


198 Revenue Act of 1936, § 24(a), 49 Stat. 1662 (1936), 26 U.S.C.A. § 24 (1929), as amended 
by Revenue Act of 1937, § 301. 

199 Testimony of Under Secretary Magill, Hearings before the Joint Committee on Tax 
Evasion and Avoidance, 75th Cong. rst Sess. 31 (1937). 


200 Ways and Means Committee Report No. 1546, 75th Cong. rst Sess. 30 (1937); Report of 
the Joint Committee on Tax Evasion and Avoidance, 75th Cong. 1st Sess. 16 (1937). 


ot On October 29, 1931, a taxpayer created a trust, the income of which was to be paid to 
his wife during her life. The trust instrument, on a casual reading, would not seem unusual, 
but it contained a peculiar provision to the effect that the trustee shall accumulate “‘for a period 
of one year and fifteen days the quarter-annual income from this trust property, and at the 
end of said period pay the amount thereof over to”’ my wife “for and during her life time.”’ 
There follows a provision as to the computation of quarter-annual periods, and a provision 
that the income of the quarter-period, January, February and March, shall be accumulated 
until April 15 of the succeeding year, and ‘‘on said April 15, the amount thereof shall be paid”’ 
to my wife “‘if she then be living.”” The April-June quarterly period income is accumulated 
until July 15 of the succeeding year; the income of the quarter period July to September ac- 
cumulated to October 15 of the succeeding year, and the income of the quarter period October- 
December accumulated until January 15 of the second succeeding year. 
The taxpayer in this case contended that income which cannot be distributed during the 





72 THE UNIVERSITY OF CHICAGO LAW REVIEW 


One type of tax-saving is the annuity trust.?* In these cases the saving 
turns upon the amorphous legal distinction between “income” and “‘capi- 
tal.”” Under the present federal law gifts and bequests are among the ex- 
press exclusions from gross income.”°*? Although income from a trust fund 
is ordinarily taxable as income to the beneficiary when received, it has 
been held to be exempt if construed as an annuity chargeable against the 
corpus of the estate.?** It is difficult to perceive any rational reason why 
the mere permission to invade the corpus should, by legal prestidigita- 
tion, transform the payments from income into capital, at least when or to 
the extent that the payments actually are paid out of the trust income. 
Even if the existence of income is to be determined by looking at the tech- 
nical source of payment rather than the benefit to the recipient, the sensi- 
ble solution would still be to allocate the payments, taxing the beneficiary 
at least in so far as the payments actually have been derived from income. 
Nothing short of legislation, however, seems likely to change the clear judi- 
cial sanction which has been given to taxing the trustee, and not the bene- 
ficiary, in these situations. This principle made it inevitable that taxpay- 
ers, through the creation of trust annuities, would accomplish a splitting 
of income and a lowering of the surtax brackets by shifting a portion of 
the tax from the beneficiary to the trustee. The incidental fact that the 
foregoing rule is closely related to, and a logical aftermath of, the Treas- 
ury’s denial of a deduction to the trustee, for the amounts distributed to 
the beneficiaries under such arrangements, illustrates the necessity of 
keeping an eye open to the logical corollaries of any position taken by the 
government in attempting to safeguard the revenues. 

The so-called reciprocal trust is another type of tax-saving trust. It is 
usually created between husband and wife. The idea is that a husband 
creates a trust for the benefit of his wife, and as part of the same transac- 
tion she creates a trust for his benefit. Part of the income of each trust is 


calendar year but is received by the trustee and must be accumulated for a year and 15 
days is not currently distributable. If the taxpayer should be correct in this contention, this 
accumulated income would be taxed to the trustee. His wife after the first year of the trust, 
would also be supplied with a regular annual income, and such income would be taxable neither 
to the grantor of the trust, her husband, nor to the beneficiary, herself. The trust referred 
to was created October 29, 1931. On the next day, October 30, 1931, the taxpayer created an- 
other trust for his wife with identical provisions; a still further trust was created on November 
19, 1931, and yet another on November 20, 1931, making a total of four such trusts. Hearings 
before the Joint Committee on Tax Evasion and Avoidance, 75th Cong. rst Sess. 279 (1937). 


22 Hearings before the Joint Committee on Tax Evasion and Avoidance, 75th Cong. rst 
Sess. 281 (1937). 


203 See Revenue Act of 1936, § 22(a) (3), 49 Stat. 1657, 26 U.S.C.A. § 22 (1937). 


2°4 Helvering v. Pardee, 290 U.S. 365 (1933); and see Paul and Mertens, Law of Federal In- 
come Taxation § 6.03 (1934). 
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not distributable, and is, therefore, taxed to the trustee. This means the 
creation of two extra taxpayers, making four taxpayers instead of two, 
with a consequent decrease in surtax brackets. 


Example: On December 31, 1931, a taxpayer*’s and his wife executed an instru- 
ment whereby $100,000 was transferred in trust to the taxpayer and The Fiduciary 
Trust Company of New York. It was provided that the trust property should be di- 
vided into three equal distinct funds, one for each of the three children, who were then 
fifteen, six, and three years old. The income of each fund was to be accumulated during 
the minority of the beneficiary and paid to each as he or she attained the age of 21. 
Thereafter, the income was to be paid to the beneficiaries during their lives. The posi- 
tion was taken in income tax returns filed by the trustees that this instrument created 
three separate trusts.” This gave a modest aggregate personal exemption of $3,000, 
and divided the remainder of the income into three parts, resulting in moderately re- 
duced surtaxes. 

So far this case is not unusual.?°? But during the next three and one-half years, 
thirteen additional trusts were created for the benefit of the same three children; three 
on June 2, 1932, immediately prior to the enactment of the Revenue Act of 1932,7% 
four on December 31, 1934, and six on August 12, 1935, eighteen days before the en- 
actment of the 1935 Act.?°? The trust instruments were more or less similar, the trus- 
tees being the taxpayer and The Fiduciary Trust Company of New York. One of the 
four trusts created in 1934 provided that the trustees might accept or acquire insur- 
ance against the death, disability or sickness of the taxpayer and might use the trust 
income and principal to pay premiums on such insurance. Whether income has been 
so used does not appear, but it does appear that none of the income of this trust not 
needed for premium purposes was distributed to the children. The creation of this 
last mentioned trust by the wife, instead of the husband was an obvious avoidance of 
Section 167 of the Revenue Act of 1934. 

Further improvement was worked out in the 1935 trusts. Instead of creating one 
insurance trust for the benefit of all three children, as in 1934, a separate trust was 
created for each child. The result was that in 1936 each of the three children was the 
sole beneficiary of five separate trusts, and was in addition one of the ultimate bene- 
ficiaries of the insurance trust of December 31, 1934. The ultimate result was the pay- 
ment of a tax of less than $11,000. on an annual income of over $170,000, instead of 
$77,311.30, which would have been the tax if only one trust had been created. This 
lower tax liability is partly ascribable to the fact that $16,000 went tax-free as the total 
personal exemption of the sixteen trusts, and partly to the fact that the remainder of 
the income was split sixteen ways. 

2s Hearings before the Joint Committee on Tax Evasion and Avoidance, 75th Cong. 1st 
Sess 264 (1937). 

206 See U.S. Trust Co. v. Com’r, 296 U.S. 481 (1936). 

2°7 Up to this point there was a trust in favor of each child. There may be plenty of valid 
reasons for the creation of separate trusts for different children. The Treasury complaint 
against multiple trusts is not directed against a reasonable number of trusts, considering the 
amily situation, but rather against the multiplication of trusts beyond all natural limits for no 
purpose other than the avoidance of tax. The problem is one of degree. See text supported by 
notes 32-40. 

208 The Revenue Act of 1932 was introduced into Congress on April 4, 1932. 

209 The Revenue Act of 1935 was introduced into Congress on August 30, 1935. 
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Example: The taxpayer,?* his wife, his brother, his brother’s wife, and the mother 
of the brothers, owned the stock of the X Securities Company, a personal holding com- 
pany for the family. The principal asset of the X Securities Company was stock of 
Champion Spark Plug Company. In the period from 1920 to 1932 the Champion 
Spark Plug Company paid approximately $25,000,000 in dividends, approximately 
$20,000,000 of which went to the X Securities Co. This company distributed during 
this period $8,260,000, leaving undistributed $14,126,230 at the end of 1932. 

On June 3, 1932, three days before the enactment of the Revenue Act of 1932,?" 
the taxpayer and his wife each created ten trusts. The largest two of these trusts 
were created for the benefit of each other. The other eighteen trusts were created for 
the benefit of their nine children, each child being sole beneficiary of two trusts. The 
two trusts referred to were reciprocal trusts. The instruments provided that $60,000 
per year was to be distributed to the beneficiary and that the remainder of the trust 
income was to be accumulated. Supervision over expenditures of the trust funds was 
vested in a so-called advisory committee consisting, in the case of taxpayer’s trust, of 
the donor’s brother, the donor’s wife, the beneficiary of the trust, and two close associ- 
ates of the family. The advisory committee of the wife’s trust was the same except 
that the taxpayer was substituted for his wife. Each advisory committee as to its trust 
had complete power to direct at any time the distribution of accumulated income or 
principal to the beneficiary, or to any of the donor’s children. The result was an ac- 
cumulation in a separate taxpayer of approximately two-thirds of the income of each 
trust, with the additional provision that this accumulated income might be distributed 
at any time at the instance of the family or closely associated group.” 

By reason of the accumulation of the trust income in this array of different trusts, 
there were savings in taxes as follows: 1932, $200,128.00; 1933, $112,157.27; 1934, 
$388,941.04, and the total for three years was $701,227.48. By the use of the reciprocal 
trusts, the taxpayer and his wife saved $62,924.73 for the year 1934 and the taxpayer’s 
brother and his wife saved $48,823.86 for the same year. 


Example: The example presented by the Treasury of a trust created to split capital 
gain into several parts, thus reducing surtax brackets, is that of a taxpayer,?*3 who, 
with his son, owned the stock of Lord Baltimore Filling Stations, Inc. and American 
Oil Company. Class A stock of both these companies was in 1924 sold outright to Pan 
American Petroleum & Transport Co., the control of which about this time passed 
to the Standard Oil Company of Indiana. 

In 1932 the taxpayers executed declarations of trust whereby father and son each 


2° Hearings before the Joint Committee on Tax Evasion and Avoidance, 75th Cong. 1st 
Sess. 278 (1937). 
1 See note 208 supra. 


22 The taxpayer’s brother and his wife went through this same procedure, each executing 
thirteen trusts, making a total of twenty-six trusts. Eighteen of these trusts were for the bene- 
fit of the nine children of his brother and his brother’s wife, making each of these children the 
sole beneficiary of four separate trusts. Six of the remaining trusts created by his brother and 
wife were for the benefit of a son and two grandchildren. The two largest trusts created by 
the brother and his wife were reciprocal trusts for the benefit of each other. This made a 
total of forty-six trusts for the family group. 


3 Hearings before the Joint Committee on Tax Evasion and Avoidance, 75th Cong. 1st 
Sess. 283 (1937). 
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declared himself trustee of substantially 50% of the stock of the Baltimore and Ameri- 
can Oil corporations in favor of the American Trading Company, all the stock of which 
was owned by the father and son. Thus, the two taxpayers declared themselves trustees of 
stock which they owned in favor of a corporation which they also owned. Dividends of 
$522,900, received on the American Oil stock in October, 1932, were received by the 
two taxpayers as trustees and passed to the American Trading Company as bene- 
ficiary. Since the law at the time did not provide for any tax on receipt of dividends 
by a corporation, approximately $275,000 in taxes were saved by this device, if it be 
legal. 

In 1933 father and son exchanged, in a tax-free transaction, their Lord Baltimore 
Filling Station stock and their American Oil stock for stock of Pan American Petro- 
leum and Transport Co. As part of this transaction there was an agreement with the 
Standard Oil Company of Indiana that it would buy the taxpayers’ Pan American 
stock, in the event of any disagreement between the taxpayers and the Pan American 
Board of Directors. On October 30, 1934, the father, anticipating a sale of their Pan 
American stock, pursuant to this provision, upon which there would be a profit of 
$3,697,243.50 of which 30%, or $1,543,571.99, would be taxable income, created 
sixty-four trusts, nineteen for his wife, fourteen for his son, seventeen for one daughter, 
and fourteen for another daughter. He then transferred 277,500 shares of Pan American 
stock to these trusts and the trusts sold to the Standard Oil Company of Indiana. His 
ultimate tax saving was considerable, even if we include the gift tax of approximately 
$500,000, payable on the transfers to the sixty-four trusts.”"5 


The Treasury may with poetic justice apply in connection with multiple 
trusts a converse of the argument successfully urged by the taxpayer to 
spell several trusts out of one trust.” There is reasonable justification for 
one trust for the benefit of a wife and a separate trust for each child or 
other beneficiary of a trust grantor. But if one instrument be amended so 
as to create three trusts, why is it not also true that several instruments 
may be interpreted to create one trust? Such an argument would be in 
line with recognized law in connection with contracts,”’ and may be 
adopted by courts that are vigilant to prevent avoidance. 

Change Made by Revenue Act of 1937. No attempt was made in the 
Revenue Act of 1937 to close the multiple trust loophole* except that the 


214 Revenue Act of 1934, § 117(a) 48 Stat. 714 (1934), 26 U.S.C.A. § ror (1929). 
*s The gift tax will, no doubt, put a stop to much of this practice. Taxpayers who antici- 
pated the gift tax are now reaping their rewards. It is still cheaper to pay the gift tax, Paul, 


Studies in Federal Taxation 34 (1937). But the gift tax has unquestionably put a considerable 
check upon trust multiplication. 


«6 See U.S. Trust Co. v. Com’r, 296 U.S. 481, 557 (1936). 


"7 See O’Meara v. Com’r, 34 F. (2d) 390 (C.C.A. roth 1929); Com’r v. Moore, 48 F. (2d) 
526 (C.C.A. roth 1931); Com’r v. Garber, 50 F. (2d) 588 (C.C.A. oth 1931). 


8 The Ways and Means Committee expects to study this problem further. Ways and 
Means Committee Report No. 1546, 75th Cong. 1st Sess. 30 (1937); see also Report of the 
Joint Committee on Tax Evasion and Avoidance, 75th Cong. 1st Sess. 16 (1937). 
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personal exemption is denied to trusts”? if the trust instrument requires or 
permits the accumulation of any portion of the income of the trust and 
there is not distributed an amount equal to the net income. 


7. HUSBAND AND WIFE OR PARENT AND CHILDREN PARTNERSHIPS 


In many cases members of partnerships have attempted to divert to 
their wives or children a part of the income of the partnership of which they 
were formerly members.”° These attempts have usually been unsuccess- 
ful on the ground that the wife or child was not a member of the partner- 
ship; the diversion therefore constituted nothing more than an assign- 
ment of income, as distinguished from an assignment of the corpus which 
produces the income.** The decisions left the question somewhat open 
whether a taxable diversion of income might not be successfully accom- 
plished if the wife or child became a member of the partnership or was an 
owner of capital in the partnership. This opening has been explored by 
diligent taxpayers, as may be surmised from a decision by the Second Cir- 
cuit Court of Appeals to the effect that where a wife is genuinely a mem- 
ber of a partnership, her distributable share will be taxable to her, and 
not to the husband?” In the case*’ establishing this point two wives of 
partners were held members of a partnership, the chief activities of the 
partnership being the rendering of legal and accounting services, without 
any substantial proof that services were rendered by the wives.”* Indeed, 
neither of the wives was a lawyer or an accountant, and the court seems 
to have placed its decision almost entirely upon the ground that capital 
had been furnished by the wives and that they were responsible for 
debts.” 

There are no doubt plenty of partnerships with non-working partners. 
It would be administratively impossible for the government to check each 


29 Revenue Act of 1936, § 163(a) 49 Stat. 1707 (1936), 26 U.S.C.A. 163 (1929), as amended 
by Revenue Act of 1937, § 401. 


220 Burnet v. Leininger, 285 U.S. 136 (1932); and see cases cited in Paul and Mertens, Law 
of Federal Income Taxation § 15.11 (1934). 


2at See Lucas v. Earl, 281 U.S. 111 (1930); and see cases cited in Paul and Mertens, Law of 
Federal Income Taxation § 15.03 (1934). 

222 See Humphreys v. Com’r, 88 F. (2d) 430 (C.C.A. 2d 1937). See also Walter W. Moyer, 
35 B.T.A. 1155 (1937). 

223 See testimony of Secretary Morgenthau, Hearings before the Joint Committee on Tax 
Evasion and Avoidance, 75th Cong. rst Sess. 13 (1937). See also testimony of Under Secretary 
Magill, id. at 32. 

224 See, however, the statement in the court’s opinion, at 432, that they shouldered certain 
duties in the matter of employing office assistants and were also personally responsible for all 
the debts of the accounting business. 


2s Humphreys v. Com’r, 88 F. (2d) 430, 432 (C.C.A. 2d 1937). 
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partner’s right, in terms of his contribution of labor or capital, to his share 
of the profits of a partnership.”* The point is again one of degree,”’ wheth- 
er partnerships valid under state law should be respected for federal tax 
purposes when the partnership constituency is a matter, not of bona fide 
business association, but of mere tax saving. 

Change Made by Revenue Act of 1937. The Revenue Act of 1937 at- 
tempts no solution of this problem. 


8. PENSION TRUSTS 

In the Revenue Act of 1921,* Congress first introduced a provision ex- 
empting from tax trusts created by employers as part of a stock bonus or 
profit-sharing plan for the exclusive benefit of “‘some or all” of their em- 
ployees. Under this provision, which has been repeated in various revenue 
acts,” the trust itself is not taxable, and there is no tax upon the employee 
beneficiary until there is a distribution from the trust. Deduction was al- 
lowed to a contributing employer on account of payments to a pension 
trust if the trust was separate from the employer.?*° In the Revenue Act of 
1928 and later acts, there was added a provision permitting the deduction 
by the contributing employer of amounts paid to a pension trust represent- 
ing past accumulations. In other words, the 1928 Act changed the law in 
the sense that it permitted the deduction not only of ordinary pension pay- 
ments, but also, over a period of ten consecutive years, of reserve funds 
turned over to a pension trust to cover past accumulations." The general 
purpose of these statutory provisions was: 

(1) To relieve the recipient of a pension from any tax until the distribu- 
tion to him of the pension funds; 

(2) To state the law that the employer will be permitted to deduct 

26 The Treasury has been none too successful in this regard in its attempt to check whether 
salaries are reasonable. See Paul and Mertens, Law of Federal Income Taxation § 23.81 
(1934). 

27 See text supported by notes 32-40. 


8 Section 219(f); see Conference Report No. 486, November 19, 1921, 67th Cong. 1st 
Sess. 29 (1921). 


229 Revenue Acts of 1926, 1924, § 219(f); Revenue Acts of 1936, 1934, 1932, 1928, § 165. 

23° Regs. 69, 65, Art. 109; Regs. 62, 45, Art. 108. These regulations were in accord with 
many decisions. Hibbard, Spencer, Bartlett & Co., 5 B.T.A. 464 (1926); Lemuel Scarbrough, 
17 B.T.A. 317 (1929); Elgin National Watch Co., 17 B.T.A. 339 (1929); Oxford Institute, 
33 B.T.A. 1136 (1936); Live Stock National Bank, 7 B.T.A. 413 (1927). Cf. N. H. Boynton, 
11 B.T.A. 1352 (1928); Spring Canyon Coal Co., 13 B.T.A. 189 (1928), in effect aff’d 43 F. 
(2d) 78 (C.C.A. roth, 1930), cert. denied 284 U.S. 654 (1931). 

23 See Revenue Acts of 1934, 1932, 1928, § 23(q); Revenue Act of 1936, § 23(p). For an 
explanation of this section see Ways and Means Committee Report No. 2, 7oth Cong. rst 
Sess. 22 (1927); Finance Committee Report No. 960, 7oth Cong. 1st Sess. 21 (1928). 
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pension payments as soon as they are placed beyond his control, even 
though they are not yet taxable to the employee; and 

(3) To extend this permission to deduct even to pension payments not 
strictly allocable to the taxable year. 

It is required that the pension plan established be reasonable and ac- 
tuarially sound, and that the trust shall be perpetual or “of such a char- 
acter as to evidence good faith on the part of the employer actually to 
pay the amounts placed in trust for employees’ pension purposes.””?3? 

It could scarcely have been intended that the employer secure any tax 
benefit from these statutory provisions. The benefit to him would be a 
business benefit; pension payments would tend to cement the loyalty of 
executives and employees, and would relieve the employer from moral 
obligation to keep employees on the payroll after they had outlived their 
usefulness, since the employees would have a pension upon which they 
could live. The employee, on the other hand, was certainly intended to 
have a distinct tax benefit. The incidence of the tax on all amounts turned 
over to a pension trust and deducted for tax purposes by the employer 
was suspended for what might be a considerable period between the 
payment by the employer to the trust and the receipt by the employees from 
the trust. This applied not only to amounts immediately set aside, but 
also to income derived in the interim period from funds set aside. The em- 
ployee thus obtained social security in terms of a safely invested fund, 
not in the usual way through the investment of his own earnings, but with 
respect to contributions made by his employer. He did not pay any tax 
on the employer’s contributions until he was in a position to use the social 
security obtained. The incidence of the tax was thus postponed until 
later years when he was not earning a salary, which would raise his in- 
come tax bracket.*** In short, the statute permits an employee social se- 


232 See Hibbard, Spencer, Bartlett & Co., 5 B.T.A. 464, 473 (1926). 


233 An example may make this point somewhat clearer. Assume the case of an employee, 
aged 50, married but with no children, having a salary of $40,000. a year and no other taxable 
income, whose employer wishes to make provisions to retire him at the age of 65 with an an- 
nuity paying $10,000. a year. This the employer may accomplish by payment of $6,000. a 
year during the 15-year period by meeting the requirements discussed above. 

If the employee reaches the age of 65, and if he is still married and has no other taxable 
income, the total tax payable each year on the $10,000. annuity received would, at present 
rates, be less than $500. a year. In other words, he could, because of this provision, have full 
enjoyment of at least $9,500. a year. 

If it were not for the benefits provided by these provisions, the $6,000. paid each year by 
the employer for the purchase of an annuity might be considered taxable additional compensa- 
tion to the employee, and in the case assumed the approximate tax rate would be 28% of the 
$6,000., thus reducing the amount available for the purchase of an annuity. From this reduced 
principal fund the annual income, which the employee would enjoy after he reached the age of 
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curity without tax in his high-earning high-bracket years, placing the tax 
upon the trust earnings and the employer’s contributions in the later 
years when the actual enjoyment of the security came to the employee in 
the shape of distributions from the trust fund. 

For a long time—perhaps as long as the only apparent beneficiary was 
an employee—taxpayers seem to have had only a faint interest in these 
statutory provisions. Recently, there developed a new interest in the pro- 
vision.” Pension trusts came to be termed the richest tax avoidance field 
yet untapped.”*5 Taxpayers, or their insurance agents, discovered new 
territory. 

The abuse of these beneficent provisions of the statute consists in the 
adoption of pension plans for stockholder officials and key men.?*° Since 
the act merely requires that a plan be for the benefit of ‘‘some or all” em- 
ployees, some plausibility is given to the argument that a pension trust 
merely for the benefit of this limited group is entitled to the benefits of the 
statute.*37 The pension trust provision has an obviously beneficent de- 
sign. The underlying legislative purpose should not be lost sight of in any 
further consideration of the problem,?** because a few taxpayers have 
sought to abuse the provision. The innocent beneficiaries of the provision 
should not be punished with the guilty when a few amendments of this 
provision will serve to draw a satisfactory line between those who deserve 
a postponement of the tax and those for whom the benefits of postpone- 
ment can hardly ever have been intended.?%° 


65, would be something less than $7,100. In such a case the provision for taxing 3% of the ag- 
gregate consideration paid for the annuity, even if applicable, would not make any real change 
in the figures given. 

234 Approximately 1,000 inquiries have recently been received in the Second New York 
Division, and many inquiries have been made at Washington as to specific plans. There was 
also great interest in the decision of the Board in Adolph Zukor, 33 B.T.A. 324 (1935). 

235 Hearings before the Joint Committee on Tax Evasion and Avoidance, 75th Cong. rst 
Sess. 296 (1937). 

236 Altman, Pension Trusts for Key Men, 15 Tax Mag. 324 (1937). 


237 The propaganda on the subject of pension trusts has been particularly flagrant. See re- 
prints of various articles, Hearings before the Joint Committee on Tax Evasion and Avoid- 
ance, 75th Cong. rst Sess. 294 (1937). 

238 The subject was passed over by the Joint Committee, ‘‘. . . . for the present, because it 
does not appear to have resulted in much loss of revenue to date. However, this matter will 
be reported on later.” Report of the Joint Committee on Tax Evasion and Avoidance, 75th 
Cong. rst Sess. 7 (1937). 


239 This is an example of a problem constantly faced in tax legislation. A way must be 
found to reach particular cases of avoidance without causing, like Herod’s massacre, great 
suffering without reaching the cases at which legislation is aimed. Paul, Studies in Federal 
Taxation 65 (1937). 
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Change Made by Revenue Act of 1937. The Revenue Act of 1937 at- 
tempts no solution of this problem. 


9. THE INCORPORATED TALENT LOOPHOLE 


The incorporated talent cases are not separately classified in Mr. Mor- 
genthau’s letter of May 29, 1937. They were treated in presentation to 
the Joint Committee along with the yacht and farm incorporation cases.?4° 
The Ways and Means Committee lists them separately,? which is be- 
lieved less confusing because the theory of tax avoidance underlying the 
incorporation of personal talent is different from the theory believed by 
optimists to support the taxpayer in the yacht and farm cases. The in- 
corporated talent cases were generally described by the Ways and Means 
Committee in the following language?” 


“Cases presented to the committee showed that individuals organized corporations 
for the purpose of hiring out their personal services at a substantial increase over the 
amount of compensation such principal stockholders contracted for with their corpora- 
tions. Since such corporations do not come within section 351 of the existing law, the 
excess compensation retained by the corporation is taxed at lower rates than would be 
applicable to such excess income in the hands of the individuals who performed the 
services.”’ 

Example: In 1932 a taxpayer*4s organized three Delaware corporations. In Janu- 
ary, 1933, he organized a fourth corporation. Three of these corporations were subse- 
quently absorbed by merger into one of the corporations. He had a radio broadcasting 
contract with the Texas Company and other contracts, which paid him $5,000 per 
broadcast. The function of the corporation mentioned was to receive the earnings 
from his radio broadcasting contracts and to pay him a portion thereof as salary. The 
Treasury alleged that this device, if successful, would accomplish for him a net tax 
saving for the years 1932 to 1936, inclusive, of $196,728.97.744 


Example: A taxpayer,? a cartoonist, transferred to a corporation all copyrights, 
trademarks and franchise of the cartoon name together with all real estate owned by 


24° See Hearings before the Joint Committee on Tax Evasion and Avoidance, 75th Cong. 
1st Sess. 244 (1937). One such case was presented along with the foreign personal holding 
company device. See text supported by notes 81, 82. 

2 Ways and Means Committee Report No. 1546, 75th Cong. 1st Sess. 2 (1937). 

242 Td. at 5. See also Report of the Joint Committee on Tax Evasion and Avoidance, 75th 
Cong. 1st Sess. 13-14 (1937). 

243 Hearings before the Joint Committee on Tax Evasion and Avoidance, 75th Cong. rst 
Sess. 244 (1937). 

244 The Treasury is taking the position that all income from these contracts is income ‘‘of 
the taxpayer individually.”” Emphasis is placed upon the clause in the contract that “‘in the 
event of the death of’’ the taxpayer ‘‘during the period of this agreement, the agreement shall 
thereupon terminate without further liability of either party hereof to the other.” The 
Treasury relies upon Lucas v. Earl, 281 U.S. 111 (1930). This case is now on appeal before the 
Board. 


«4s Hearings before the Joint Committee on Tax Evasion and Avoidance, 75th Cong. 1st 
Sess. 247 (1937). 
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him and his wife, receiving in exchange the capital stock of the corporation. Out of a 
total of 5,000 shares, he took only 100 for himself; 3,400 shares went to his wife; and 
1,500 shares went to a trustee under trusts established for the benefit of two children. 
The corporation paid him an annual salary of $52,000. His wife received a salary of 
$2,600. The considerable balance of income over these salary disbursements remained 
in large part in the corporation, although a dividend of $21,616 was paid in 1934 anda 
dividend of $18,000 in 1935. The Treasury alleges the saving in this case for the years 
1933 to 1935, inclusive, to be $72,941.25. 


Example: A taxpayer, a well-known violinist, incorporated his talent. He organ- 
ized a corporation under the laws of Maine in 1924, and a corporation under the laws of 
Maine in 1926, transferring to the former corporation his ‘“‘contract sources of in- 
come,” and to the latter corporation his “royalty income.” Apparently, he saved in 
the years 1934 to 1936, inclusive, $33,264.20. 


A foreign corporation may also be used to incorporate talent. 

Example: A taxpayer employed a foreign personal holding company for the pur- 
pose of saving taxes on his large earnings as a motion picture actor. He did so by 
entering into a contract with a British holding corporation to pay him a salary of 
$20,000 for 1935. Under this contract the foreign holding company became entitled 
to all of his earnings in the United States as an actor, amounting in 1935 to $190,280.22. 
While the British corporation, the earnings of which consisted of nothing but his 
American income, was subject to United States tax, these taxes were much less than 
the taxes which would have been payable by him as an individual if he had directly 
received the amounts paid to the corporation.?47 

It is extremely doubtful whether this device of incorporating personal 
talent will prove successful. The earnings are attributable to the peculiar 
ability or talent of an artist. It is true that such a person, like any other 
person, may hire out his services to a corporation. But where an individ- 
ual owns all the stock of a corporation to which he sells his services for 
less than their market value, and the contract between the ultimate pur- 
chaser of his services and his corporation calls for his particular services, 
the transaction lacks many qualities of reality. Whether the corporate 
entity is ignored as in a number of recent cases,?** or the corporation is 
said to be acting as the agent of the individual,?*? or “the channel for the 
application of the income’”** making the earnings go constructively first 
to the individual and afterwards from him to the corporation, leaving the 
nature of the basic transaction unaltered, or it is simply said that the in- 
dividual does not actually do in substance what he pretends to do in form, 


16 Id. at 248. 247 Td. at 63. 

248 Munson Steamship Line v. Com’r, 77 F. (2d) 849 (C.C.A. 2d 1935); North Jersey Title 
Insurance Co. v. Com’r, 79 F. (2d) 492 (C.C.A. 3d, 1936); Wallace Groves, 36 B.T.A. 14 
(1937); Finkelstein, The Corporate Entity and the Income Tax, 44 Yale L.J. 436 (1935). 

249 See Paul and Mertens, Law of Federal Income Taxation § 53.23 Supp. (1934). 

25° Douglas v. Willcuts, 296 U.S. 1 (1935). 
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the chance of the government in these cases would seem to be excellent 
under the law as it existed prior to the 1937 Act.?™ 

Change Made by Revenue Act of 1937. The Revenue Act of 1937 plugs 
the incorporated talent loophole by including personal service contract 
income in “personal holding company income.’ 


SUGGESTED AMENDMENTS 
I. ELIMINATION OF PERCENTAGE DEPLETION 


At the instance of the oil and mining companies, and to protect the 
prospector or wild-catter, who accepted the hazard of going into unknown 
fields to discover a new and valuable deposit,*** and with the purpose of 
stimulating production,**4 there was inserted for the first time in the 1918 
statute a provision for “extraordinary’**s treatment of taxpayers dis- 
covering mineral properties, giving such taxpayers the benefit of deplet- 
ing*® the value at the date of discovery, or within thirty days thereafter.?5” 
At the time the 1921 statute was in the process of enactment it was deemed 
that the 1918 Act treated discoverers more favorably than had perhaps 
been intended, and the result was a limitation that the depletion allow- 
ance based on discovery value should not exceed the net income from the 
property upon which the discovery was made.*** This limitation was 


2st Cases like Comm’r v. Ross, 83 F. (2d) 18 (C.C.A. 6th 1936), to the effect that completed, 
as distinguished from anticipated, earnings are property and may be assigned, so that they 
become income of the assignee, do not help these taxpayers much, unless they express the right 
in a contract for future payments which are not income when the contract is made. There was 
in this case a time gap between the making of the agreement giving the right to the income and 
the receipt of the income. The incorporated talent cases are more in line with Lucas v. Earl, 
281 U.S. 111 (1930), involving an assignment of anticipated earnings; the services have not 
been rendered when the contract is entered into with the wholly owned corporation. 

*s2 Revenue Act of 1936, § 353(e), added by Revenue Act of 1937, § 1. The same provision 
is made as to foreign personal holding companies. Revenue Act of 1936, § 332(e), added by 
Revenue Act of 1937, § 201. See also Ways and Means Committee Report No. 1546, 75th 
Cong. 1st Sess. 5, 15 (1937); Report of the Joint Committee on Tax Evasion and Avoidance, 
75th Cong. rst Sess. 13 (1937). 

83 See Goodner, Discovery Value, Proceedings—Conference on Mine Taxation 99, 102 
(1923). See also H. H. Champlin, 31 B.T.A. 587 (1934), modified in 78 F. (2d) 905 (C.C.A. 
roth 1935); Manual for the Oil and Gas Industry, 45. 

44 See Melville G. Thompson, 10 B.T.A. 25 (1928). 

( — S. T. Hunt, 4 B.T.A. 1077 (1926). See also Clarence D. Robinson, 8 B.T.A. 778 
1927). 

46 Discovery value did not constitute a basis for gain or loss on the sale of properties. Anna 

Taylor, 3 B.T.A. 1201 (1926); S. T. Hunt, 4 B.T.A. 1077 (1926). See also Bamma Baucum, 17 


B.T.A. 1312 (1929), rev’d on another issue 50 F. (2d) 806 (C.C.A. 5th 1931); Sol. Op. 26, CB 
3) 44. 


287 See Palmer v. Bender, 287 U.S. 551 (1933). 
258 See Report of Senate Finance Committee on Revenue Act of 1921, 67th Cong. 1st Sess. 


15. 
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changed from 100% in the 1921 Act to 50% of the net income in the 1924 
Act.?5® In the 1926 Act Congress showed its dissatisfaction even with the 
limitations it had adopted, and departed altogether from the discovery 
provision with respect to oil and gas properties,” inserting in lieu there- 
of a flat or arbitrary “percentage depletion”** of 273% of the gross in- 
come from the property and 50% of the net income. The discovery pro- 
visions were continued with respect to mines with some changes in defini- 
tion of discovery. The 1928 Act continued percentage depletion in the 
case of oil and gas wells and valuation discovery depletion in the case of 
mines.” In the 1932 Act percentage depletion was extended to coal, metal 
and sulphur mines—5% in the case of coal mines; 15% in the case of 
metal mines; and 23% in the case of sulphur mines—these percentages 
being based, as in the case of oil and gas properties, upon the gross income 
from the property,” and being also limited to 50% of the net income. The 
1934 Act for the first time required the taxpayer to elect to have the de- 
pletion allowance computed with or without regard to percentage de- 
pletion.”** The 1936 Act continued the same provision as to depletion as 
was contained in the 1934 Act.”* 

The use of percentage depletion is not a question of tax evasion or tax 
avoidance in the ordinary sense of these terms, the deduction being clear- 
ly permissible under the law as it now stands.” The question here is 
whether this clearly intended deduction should be continued. The elimi- 
nation of the deduction was recommended by a statement presented to 
the Ways and Means Committee of 1933 when the Secretary of the Treas- 
ury said: 

“Our experience shows that the percentage depletion rates set up in the law do not 
represent reasonable depletion rates in the case of the designated properties, but are 


49 See Gregg Report on Mellon Bill 32 (1924). 

260 See IT 2313, CB V-2, 49, 3 P.H. Fed. Tax Services J 14, 494 (1937). See alsoComm’r v. 
Fleming, 82 F. (2d) 324 (C.C.A. 5th 1936). 

* Under this provision depletion is not, like discovery depletion, dependent upon the meth- 
od of acquisition. Ed Peterson, 25 B.T.A. 1364, 1370 (1932). 

2 Revenue Act of 1928, § 114(b) 45 Stat. 826 (1928), 26 U.S.C.A. 2114 (1929). 

%*3 Revenue Act of 1932, § 114(b) 47 Stat. 202 (1932). This treatment of coal, metal and 
sulphur mines was regarded as a grant of relief, and the different percentages reflected varying 
ideas of the customary life of the mining properties. 

*4 Revenue Act of 1934, §§ 114(b) (3) 23(m), 48 Stat. 710, 689 (1934), 26 U.S.C.A. §§ 114, 
23 (1929). 

*s Revenue Act of 1936, §§ 114(b) (3) 23(m), 48 Stat. 1686, 1658 (1936), 26 U.S.C.A. 
§ 114, 23 (1929). 

% Testimony of Under Secretary Magill, Hearings before the Joint Committee on Tax 
Evasion and Avoidance, 75th Cong. 1st Sess. 33 (1937). 
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much higher than the true depletion to which the taxpayer is fairly entitled. More- 
over, these provisions enable a taxpayer to obtain annual depletion deductions, not- 
withstanding the fact that he has already recovered the full cost of the property. The 
deduction is, therefore, a pure subsidy to a special class of taxpayers. For this reason 
the Treasury recommends that these provisions be eliminated, in order to put all tax- 
payers upon the same footing.” 

The question raised by the above quotation is one of legislative policy. 
Special subsidies may be justifiable; it is for Congress to say whether 
it chooses to continue percentage depletion. The Treasury has made its 
position entirely clear that the allowance should be omitted from the 
act. 

2. THE DIVISION OF INCOME BETWEEN HUSBAND AND WIFE IN THE EIGHT 
COMMUNITY PROPERTY STATES 

The tax problem presented by the community property system was the 
subject of considerable discussion in the Hearings before the Joint Com- 
mittee on Tax Evasion and Avoidance. The tax problem here involved 
is that husband and wife who live in community property states, of which 
there are now eight,” are at considerable tax advantage as compared 
with husbands and wives living together in the other forty non-community 
property states. The advantage proceeds from the fact that in the com- 
munity property states, the husband and wife avoid higher tax brackets 
in that they each may report one-half of the community income.?”° It is 
true that in the non-community property states husbands and wives may 
exercise an option to file separate returns,?” but this does not afford the 
same advantage, since the income in the separate returns must be reported 
by the owner thereof, and there can ordinarily be no equal splitting of the 
total family income. The loss of revenue to the government from the 
community property method of reporting income has been variously esti- 
mated?” at figures ranging from $20,000,000 to $80,000,000 annually. 

Notwithstanding what has been said, husbands and wives gain mate- 
rially in a good many cases by exercising the election to file separate re- 
turns in non-community property states. This is particularly true where 


267 Quoted in the testimony of Under Secretary Magill, ibid. 

268 Cf. the special subsidy created by Revenue Act of 1936 § 22(b) (6) to ministers of the 
Gospel. 

*9 Arizona, California, Idaho, Louisiana, Nevada, New Mexico, Texas and Washington. 

27° Magill, Taxable Income 268 (1936); Paul and Mertens, Law of Federal Income Taxa- 
tion § 16.02 (1934). 

27 Revenue Act of 1936, § 51(b), 49 Stat. 1670, (1936), 26 U.S.C.A. 51 (1929). 


2” Hearings before the Joint Committee on Tax Evasion and Avoidance, 75th Cong. 1st 
Sess. 309 (1937). 
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the husband has a considerable income from earnings and the wife has 
income from property.?73 

It has been generally assumed that it is impossible to tax the income of 
husband and wife on a joint basis. This doubt is founded principally on 
the decision of the Supreme Court in the well-known Hoeper case.*"4 This 
was a state income tax case, and it is by no means certain that it would 
bar a federal tax upon the joint income of husband and wife.”"> Whatever 
the answer to this question may be, several remedies for the constitutional 
impasse believed to exist have been suggested. One such suggestion has 
been to tax husband and wife on principles analogous to those applied 
to associations and common law trusts.?”° Another suggestion has been to 
impose tax upon the husband measured by the net income, in which event 
the imposition of tax would not be upon the husband with respect to the 
wife’s income, but his rate of tax would be greater according to the amount 
of his wife’s income. It has been further suggested*”’ that a provision lim- 
iting deductions which are a matter of legislative grace may be made 
in the case of persons who do not file a joint return.?”* The most practica- 
ble solution of this problem that promises to be constitutional is that rec- 
ommended by the Secretary of the Treasury in 1933—to require a joint 
return in the case of husband and wife living together, each spouse to pay 
the tax attributable to his share of the income.?” 

The Hearings before the Joint Committee on Tax Evasion and Avoid- 
ance did not develop this subject to any conclusion,”*° and further study 
will presumably be given to it. 


273 There are also further tax advantages in separate filing by husband and wife on account 
of deductions in connection with transactions between the two taxpayers. ‘ 


274 284 U.S. 206 (1931). See Hearings before the Joint Committee on Tax Evasion and 
Avoidance, 75th Cong. rst Sess. 313 (1937). This case is discussed at some length in Paul and 
Havens, Husband and Wife Under The Income Tax, 5 Brooklyn L.R. 241 (1936). 


278 The Federal government may be powerless a fortiori where the state government is 
powerless. Paul and Havens, Husband and Wife under the Income Tax, 5 Brooklyn L.R. 
241, 269 (1936). 


276 Reiling, Taxing the Income of the Husband and Wife, 13 Tax Mag. 198, 199 (1935). 


277 Paul and Havens, Husband and Wife under the Income Tax, Brooklyn L.R. 241, 270 
(1936). 


278 Ibid. It is probable that this method would be unconstitutional as a discrimination 
without substantial basis. 


279 Magill, Taxable Income 288 (1936). 


380 Hearings before the Joint Committee on Tax Evasion and Avoidance, 75th Cong. rst 
Sess. 17-23, 33,308 (1937). 
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3. NONRESIDENT ALIENS AND FOREIGN CORPORATIONS 

The 1936 Act radically revised the previous treatment of nonresident 
aliens and foreign corporations.** Previous tax laws had not faced realisti- 
cally** the problem of taxing nonresident aliens and foreign corporations. 
There had been plenty of theoretical jurisdictional victories with respect 
to the right to tax the income of foreigners, but barren jurisdictional vic- 
tories do not fill Treasury coffers, and in the 1936 Act Congress left its 
ivory tower to deal with this problem in a more practical way. 

The essential change made by the 1936 Act was to classify nonresident 
aliens and foreign corporations according to whether they had a United 
States business or office.”* If they did have such a business or office, they 
were taxed, as previously upon their met income (including capital gains) 
from sources within the United States, at a flat rate of 22%.7*4 If they did 
not have such a business or office, a flat tax of 10% was imposed in the 
case of nonresident aliens**s and 15% in the case of foreign corporations, 
but these rates applied only to fixed or determinable annual or periodical 
gross income from sources within the United States, such as interest, divi- 
dends, rents, royalties, annuities and compensation. There was no at- 
tempt to tax capital gains of individuals without a United States business 
or office or nonresident foreign corporations. There were no deductions 
for purposes of these flat taxes. 


The new realism of the 1936 Act consisted in its withholding*®* provi- 
sions. The flat taxes upon nonresident aliens and foreign corporations 
with no United States business or office were withheld at the source.”*’ 
Likewise, tax was withheld at the source in the case of nonresident aliens 


28 See Paul and Mertens, Law of Federal Income Taxation § 37.15 a (supp. 1934), fora 
general treatment of this subject. 


2% For discussion of the problem of the Treasury in connection with taxation of non- 
resident aliens and foreign corporations see Angell, The Non-Resident Alien: A Problem in 
Federal Taxation of Income, 36 Col. L.R. 908 (1936). 


283 Revenue Act of 1936, §§ 211-31, 49 Stat. 1714 (1936). 26 U.S.C.A. §§ 211-31 (1929). 

284 See Revenue Act of 1936, § 119, 49 Stat. 1693 (1936). 26 U.S.C.A. § 119 (1929). Such 
foreign corporations (that is, resident foreign corporations) were taxable at the flat rate of 
22% on their net income (including capital gains) from sources within the United States. 

28s This rate might be reduced by treaties in the case of citizens of contiguous countries. 


Such a treaty has been negotiated with Canada. Hearings before the Joint Committee on Tax 
Evasion and Avoidance, 75th Cong. 1st Sess. 320 (1937). 


2% The essential idea of withholding the tax is that it is collected out of income upon which 
the tax is payable from the payor of the income, the payor usually being a more responsible 
person and more readily accessible to government control. 


287 Except in the case of certain tax-free covenant bonds. Reg. 94, Art. 143, 1(b), 3 P.H. 
Fed. Tax Service § 18, 203 (1937). 
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with a United States business or office.*** These withholding provisions 
apparently resulted in a decided increase in tax collection. The tax col- 
lected in 1935 from al nonresident aliens and all foreign corporations was 
$5,753,244. An analysis of 5,535 withholding returns received in the Bu- 
reau of Internal Revenue as of June 18, 1937 (not a full year’s collection) 
showed a collection of $14,950,684.21.?*° 

The principal defect of the system established by the 1936 Act was that 
foreign recipients of United States income in high brackets paid a much 
lower tax than United States citizens or residents receiving the same 
amounts of income. There was thus discrimination in favor of nonresident 
aliens and foreign corporations. 

To remedy this situation the Joint Committee on Tax Evasion and 
Avoidance and the Ways and Means Committee recommended that the 
tax upon nonresident aliens with no United States business or office, 
whose net income from fixed or determinable annual or periodical income 
from sources within the United States exceeded $21,600,?* should not be 
less than the tax imposed upon citizens and residents with respect to such 
income.?** Congress has adopted these suggestions.?” 

Some will, we hope, read this factual account of modern tax avoidance 
with a sense of incredulity. There is something disturbing about a world 
in which taxpayers desert the protection and advantages of the established 
corporate laws of their own country in favor of the corporate laws of an 
insignificant foreign island in the Atlantic Ocean, principally known as a 
winter pleasure resort; in which taxpayers pass by outstanding solvent 
domestic insurance companies in favor of an ephemeral insurance com- 
pany incorporated under the laws of a foreign jurisdiction; in which 
domestic personal holding companies multiply like mushrooms; and in 


288 Revenue Act 1936 §§ 143, 144, 49 Stat. 1700 (1936), 26 U.S.C.A. §§143, 144 (1929). In 
such cases this withheld tax might be taken as a credit against the tax shown on the return 
with the right of refund to the extent of any overpayment. 


8 Testimony of Mr. Kent, Hearings before the Joint Committee on Tax Evasion and 
Avoidance, 75th Cong. 1st Sess. 321 (1937). See also Report of the Joint Committee on Tax 
Evasion and Avoidance, 75th Cong. 1st Sess. 22 (1937); Ways and Means Committee Report 
No. 1546, 75th Cong. 1st Sess. 30 (1937). The amount of $14,950,684.21 does not include col- 
lections on resident foreign corporations and additional taxes to be paid by non-resident aliens 
carrying on business in the United States. 


290 “This is the approximate point at which the effective rate (normal tax plus surtax) be- 
comes 10%.’’ Ways and Means Committee Report No. 1546, 75th Cong. 1st Sess., 31 (1937); 
Report of the Joint Committee on Tax Evasion and Avoidance, 75th Cong. 1st Sess. 23 (1937). 

* Report of the Joint Committee on Tax Evasion and Avoidance, 75th Cong. 1st Sess. 
23 (1937); Ways and Means Committee Report No. 1546, 75th Cong. 1st Sess. 31 (1937). 

2” Revenue Act of 1937, § sor. 
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which yachts, racing stables, and other hobbies, are claimed with a 
straight face to be business activities of a corporation. This excessive zeal 
of the taxpayer would be funnier than it is if it were not such grim 
reality. It is not funny, because it is an attack upon legitimate govern- 
mental revenues, which may result in an attack upon the whole structure 
of our government. Whatever may be the moral issues involved, the 
fact remains that reasonable men are willing to pay the price for living 
in civilized society. The question is renewed whether there is one law 
for those who will not pay their income taxes and another law for those 
who have to pay their sales taxes. 


293 It is well to preserve a sense of humor in the consideration of this whole question. It 
has noticeably departed from the attitude of both sides. Dr. Magill is an exception; so is 
Assistant Attorney General Morris. See Morris, The Work of the Tax Division of the Depart- 
ment of Justice, 15 Tax Mag. 524 (1937). 


204 Letter of President Roosevelt dated June 1 1937, quoted in Report of the Joint Com- 
mittee on Tax Evasion and Avoidance, 75th Cong. 1st Sess. 1 (1937). 





NOTES ON RECENT ILLINOIS LEGISLATION? 


CRIMINAL LAW 


r | “AHE 10937 session of the Illinois assembly was marked, so far as 
criminal law is concerned, rather by the significant measures 
which were proposed and which did not become law than by those 

which did. Notably two measures which were much in the public eye so 

failed of adoption, the one unfortunately, the other most fortunately, in 
the writer’s opinion. The former was the proposed new criminal code, 
constituting an entire revision and modernization of the present criminal 
code, both substantive and procedural. This was prepared by a committee 
of the Illinois State Bar Association, after several years of work, and was 
approved by the association. It was introduced in the 1935 Assembly and 
referred to committee. In the hearings which followed, certain differences 
of view were disclosed and the bill was not reported out. Prior to this 
year’s assembly the drafting committee made some changes and modifi- 
cations to remove or reduce the objections disclosed, with a result that 
this year it was favorably reported out. Unfortunately it was caught in 
the legislative jamb at the end of the session and so failed of passage. The 
chaotic condition of the present code is an unanswerable argument for its 
passage, even if in a further modified form. It is to be hoped that this de- 
sirable and inevitable end will not be delayed beyond the 1939 session. 
A bitterly contested measure, finally adopted by both houses, but 
vetoed by the governor, was a response to the wide-spread dissatisfaction 
with the administration of parole in Illinois. Commencing in a most prom- 
ising newspaper criticism of abuses in the administration of the system it 
rapidly tended to become a criticism of parole itself and of the indeter- 
minate sentence. As a result of the clamor a self-appointed committee of 
highly regarded citizens drafted a series of measures, one of which was the 
measure referred to at the beginning of this paragraph. Under its provi- 
sions, in any conviction of a crime covered by the indeterminate sentence 
law (the vast majority of crimes) it would have become the duty of the 
trial judge to set, within the statutory minimum and maximum, a further 
minimum and maximum within which alone the parole board would have 
been authorized to act. This proposal at once awakened strong support 
and equally strong disagreement. Detailed examination of the arguments 


t These articles were prepared by the following members of the University of Chicago Law 
School faculty: Paul Cleveland, E. W. Puttkammer, Max Rheinstein, and Kenneth C. Sears. 
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pro and con is out of place here. In brief the proponents of the measure 
cited the unsatisfactory conditions surrounding parole, which in their 
opinion rendered a restriction on its scope desirable, and urged the wis- 
dom of vesting in the trial judge some control over the defendant’s future, 
in the light of the knowledge acquired of him at the trial. The opponents 
denied the ability of the trial judge then to forecast when and when only a 
prisoner would become fit for release and maintained that in actual opera- 
tion as shown by experience elsewhere, such a measure would in fact do 
away with indeterminate sentence in favor of a return to the older system 
of a judge-fixed punishment. If there were defects in parole administra- 
tion, it was argued, these should be met by correcting that administra- 
tion, not by, in effect, abolishing parole. The bill, after extensive hearings, 
was passed. It was however vetoed by the governor. 

The committee which had sponsored the vetoed bill also backed several 
other bills on parole which did not meet with similar opposition, and were 
passed and signed by the governor. One of these was a highly desirable 
measure to tighten the control over employers and sponsors of parolees. 
The law governing release on parole has long provided that there was to 
be no such release unless a job was awaiting the parolee, but the reality 
of such a job and the responsibility of the sponsor offering it had largely 
to be taken on faith, supplemented by such cursory investigation as the 
over-loaded field agents were able to make. The new law provides for 
summoning the prospective employer and examining him under oath. The 
scope of the new measure is however narrowed by a provision that ‘“‘no 
prospective employer shall be required to travel outside of the county in 
which he resides to be so examined.”’ In view of the extent to which we 
have outgrown county lines the limitation seems an unfortunate one. The 
same act also provides that no person shall be accepted as a sponsor, who 
holds any political or party office. 

Two minor measures on parole are directed toward securing publicity 
for parole decisions. According to one all the sessions of the board are to 
be open to the public and a public record kept of all persons appearing for 
or against the application. The other provides for publicity as to decisions 
reached by the board. These measures probably alter the previous prac- 
tice only to a very slight degree. Whatever the provision for public ad- 
mission, over an extended period of time public interest will flag and in 
all likelihood representatives of the public will be few and far between. 
Mainly it will in effect provide admission for partisans of the prisoner. 
The provision that there shall be a public record of all those who favor or 
oppose the parole seems open to considerable and obvious objection. It 
remains to be seen to what an extent it will deprive the board of sources 
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of information open to them so long as these sources could remain anony- 
mous. 

Another act dealing with the handling of convicted offenders reflects the 
current concern regarding sex offenses.’ It requires the prison authorities 
to segregate all such offenders and handle them as a unit. Whether such a 
measure is desirable is debatable. Either it is a reversion to the old theory 
of looking to the offense rather than to the offender, or it assumes that 
such offenders inherently are a separate and homogeneous group, requir- 
ing similar handling, which may or may not be true—we do not know. It 
is true that the proportion of psychopathics is a much higher one than is 
the case for offenders generally (a fact which has already led to a definite 
grouping of them at Menard and a light sex-offender population at Pon- 
tiac). It is also true that the average age at admission of these offenders is 
nearly twenty years higher than the general average. It still remains an 
open question whether or not such segregation is useful. The one thing 
sure is that the hasty legislation was a result of present popular uneasiness 
on the subject and popular belief that the danger is growing. Such a be- 
lief arises periodically as a result of lurid newspaper fanning. This year 
it is further fanned by the fact that for 1937 to-date about ten per cent of 
the admissions to prisons have been sex offenders, against a previous resi- 
dent average of only about five per cent. But this may indicate, not an in- 
crease in these offenses, but in the zeal with which they are prosecuted. 
And in any event in the past thirty years there have been regular per- 
centage swings back and forth in a much wider range, from as low as four 
per cent to a maximum of sixteen. It would be unfortunate if action dic- 
tated by unnecessary haste were to lure us away from more considered 
measures. 

The inadequate statute governing insane persons is filled in by an act 
which codifies the results which have already been or would be arrived at 
by the courts without statutory aid. The previous statute merely provided 
that if the acquitting jury did not find the defendant restored to sanity he 
was to be confined until he had so recovered. There was no provision for 
the event of insanity arising after the act but before trial. The present 
act covers this by providing for a jury hearing, followed (in the event of a 
finding of insanity) by commitment until in a similar hearing it should be 
found that sanity had been regained and the trial on the issue of guilt could 
be had. While certain decisions? had already indicated that such a pro- 


* However loose a term this may be to the psychiatrist, it is here used in the usual popular 
sense to include rape, incest, crime against nature, taking indecent liberties, and attempts to 
commit any of these. Exposure and transvesticism, not being state offenses, are not included. 

2 See, e.g., People v. Geary, 298 Ill. 236, 131 N.E. 652 (1921); People v. Scott, 326 Ill. 327, 
157 N.E. 247 (1927); People v. Maynard, 347 Ill. 422, 179 N.E. 833 (1932). 
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cedure would be followed without statutory aid, it is a gain to have made 
the matter definite.’ 

Rather belatedly the harmful consequences of People v. Lieber* have 
been cured. That case held that in forming a grand jury the clerk of court 
was limited to drawing twenty-three names, and that there was no author- 
ity to draw more to guard against the contingency of absences, with sub- 
sequent determining by lot who was to serve. Where, as in Cook County, 
a large number of those drawn would for one reason or another be unavail- 
able the inconvenience caused by preventing such forehandedness is ap- 
parent. The new act provides for the regular drawing of a supplemental 
panel of twenty in addition to the regular panel of twenty-three, with 
vacancies in the latter to be filled from the former. 

Another is added to the growing list of sections making specific provi- 
sions for venue in particular crimes. This time it is libel which is dealt 
with. Jurisdiction is laid in the county where the libel was composed, in 
cases of newspapers of general circulation. Detailed discussion will be 
omitted here as an identical provision for civil suits is dealt with elsewhere 
in this article. Attention should, however, be called to the loose drafts- 
manship of the concluding clause, which reads “except when... . the 
article was printed without this State . . . . in which [case] the jurisdiction 
shall be in any county in which the libel was. . . . printed.’’s 

Changes in the substantive law were few, only one of which was of 
major importance. This is the provision, so widely publicized as to call for 
nothing more than bare mention, that those convicted of certain traffic 
offenses (involving dangerous driving) may in addition to other penalties 
be prohibited from driving a motor vehicle for any period not exceeding a 
year. Violation of the order is made a contempt. 

The statute governing the obtaining of property by bad checks is am- 
plified by a provision that the drawing of a check without having sufficient 
funds on deposit at the time shall be prima facie evidence of an intent to 
defraud. The prosecution is thereby relieved of some of the difficulties 


indicated by such cases as People v. Balalas.® 
E. W. P. 


3 A minor matter, but deserving of favorable note, is that the act drops all reference to ‘‘a 
lunatic” and speaks only of insane persons. Unhappily, the completely meaningless ‘‘without 
lucid intervals’’ escaped notice and still remains to cumber the statute. 

4 357 Ill. 423, 192 N.E. 331 (1934). 

5 Cf. the more careful draftsmanship of the New York act. Gilberts’ Criminal Code § 133 
(1933). 


® 334 Ill. 444, 166 N.E. 47 (1929). 
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QUO WARRANTO* 


In 1935, after the Civil Practice Act became effective in Illinois, a large 
number of laws were enacted to make the practice in special proceedings 
conform to the Civil Practice Act. One of the bills included in this group 
was a bill to make the procedure in guo warranto conform to the practice 
act and also to modify and modernize quo warranto proceedings. This bill 
passed both houses but was vetoed by Governor Horner. In his veto mes- 
sage he stated that he was sympathetic with the proposed legislation but 
objected to the elimination from quo warranto procedure of railroad com- 
panies which charged extortionate rates or indulged in unjust discrimi- 
nations.” 

In the 1937 General Assembly a similar bill was introduced and is now 
a law. The provision just mentioned, which was eliminated in 1935, was 
restored. It is believed that the new law has several desirable features 
which will tend to make procedure in guo warranto seem modern rather 
than ancient. For instance, the proceeding is no longer referred to as “an 
information in the nature of a quo warranto.”” This makes it more clear 
that the proceeding is not merely a writ or a penal proceeding but pri- 
marily a civil action, although there is the sanction of a fine in order to 
make the proceeding one of greater value. The statute provides for a 
fine as high as $25,000 but in this respect the new law is the same as it was 
before 1937.3 

The first section of the new law is essentially the same as the first sec- 

*L. of Ill. 1937, 992. 


? The reference here is to sub-section f of section 1 of the law of 1937. Since the law of quo 
warranto was overhauled why were not public service companies in general placed under the 
restriction that now, in terms at least, applies only to a railroad company? It is hoped that no 
court will be persuaded that such a classification is unconstitutional ‘‘class legislation,”’ i.e., in 
violation of the guarantee of the equal protection of the laws. See State R.R. Comm. v. 
People ex rel., 44 Colo. 345, 98 Pac. 7 (1908). 

3 Would it not have been more consistent with changes that appear in the new law, if sec- 
tion 6 had used other words for the words “‘fine” and “‘offense’’? 

In procedural aspects the Supreme Court of Illinois seems to have regarded a quo warranto 
proceeding as a prosecution. 

‘An information in the nature of quo warranto is a prosecution, and section 33 of article 6 
of the constitution provides that all prosecutions shall be carried on ‘in the name and by the 
authority of the People of the State of Illinois,’ and conclude, ‘against the peace and dignity 
of the same.’ A prosecution by information in the nature of guo warranto is included in that 
provision.”” People v. Larsen, 265 Ill. 406, 409, 106 N.E. 947 (1914). Will the rule set forth in 
People v. Larsen be followed any longer in this state under the new statute? It would seem 
better to abandon the criminal form. Compare People ex rel. v. Blair et al., 339 Ill. 57, 170 
N.E. 680 (1930). ‘This (quo warranto) is a civil case, and pleadings in cases of this kind should 
be in accordance with the common law’’; People ex rel. v. Drainage Com’rs, 282 Ill. 514, 118 
N.E. 742 (1918) (criminal in form but not criminal in its nature, but a civil remedy). 
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tion of the old law which had its beginning in 1833. The change of greatest 
value that seems certain occurs in the second section. Before the law 
of 1937 was enacted it was necessary for the Attorney General or a State’s 
Attorney “of the proper county” to obtain permission from a court of 
“competent jurisdiction” or a judge thereof “in vacation” in order to 
“file an information in the nature of a quo warranto.’’* Under the new 
statue either official may bring “‘the proceeding” without permission and 
may do so “of his own accord or at the instance of any individual re- 
lator.”5 More important is the fact that under the 1937 statute “any 
citizen having an interest in the question” may bring the proceeding ‘‘on 
his own relation” provided (1) his request of the Attorney General and 
the State’s Attorney, of the “proper county, presumably, to bring the 
proceeding has been refused or ignored, and (2) permission of court has 
been granted after notice has been given to the Attorney General, State’s 
Attorney, and the adverse party of the intended application. The court’s 
permission is to be secured from “any court of competent jurisdiction or 
any judge thereof.”’ Observe that the repealed law specified “any judge 
thereof, in vacation.’”’ Will the new expression make it possible in such a 
county as Cook for one to “peddle’’ his application from judge to judge 
until a willing judge is found? This was possible under the habeas corpus 
act before reformatory legislation in 1935 restricted the practice.® It is 
hoped that similar procedure in guo warranto will not be possible; that a 
ruling by one judge or court will be res judicata with relief in an appellate 
court if the refusal to grant permission is an abuse of discretion.’ 

The value of these changes seems to be: (1) a specified public official 
may institute guo warranto without the trouble and delay of obtaining the 
permission of a court or judge; (2) an interested citizen may obtain his 
justice without being compelled in certain instances to bring a mandamus 
action to compel one of two public officials to proceed in quo warranto. 
But it must not be assumed that now in Illinois “any citizen” may bring 
quo warranio, whenever he feels so inclined, without the consent of the 
Attorney General or State’s Attorney. The new statute specifies that he 


Til. State Bar Stats., 1937, 112; 21 Jones Ill. Stats. Ann., 1934, 109, 491. 


SL. of Ill. 1937, 993, § 2. 

6 3 Univ. Chi. L. Rev. 82 (1935). 

7 See People ex rel. v. Anderson, 239 Ill. 266, 87 N.E. rorg (1909); People v. Union El. R.R. 
Co., 269 Ill. 212, 110 N.E. 1 (1915). 

Observe that the statute of 1937 omits the provision in the previous statute that the court 
may grant permission to file guo warranto if ‘satisfied that there is probable ground for the 
proceeding.” Will a court or a judge be ruled by a different standard in the case of an inte 
ested citizen under the new statute? 
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must have “an interest in the question.’”’ What is the meaning of this 
limitation? It seems likely that it will be interpreted to mean that a citi- 
zen must have an interest that is different from that of other citizens and 
taxpayers as a class. The interest of a relator as a citizen and taxpayer 
was not sufficient to justify a proceeding by this citizen on his own rela- 
tion in guo warranio in the District of Columbia. So held the Supreme 
Court of the United States in Newman v. U.S. ex rel. Frizzell,* construing 
a statute that required a relator acting for himself to be an “‘interested 
person.” This decision was relied upon by the Supreme Court of Illinois 
in People ex rel. Miller v. Fullenwider.? There it was held that Miller as a 
citizen and taxpayer could not secure a writ of mandamus to compel Ful- 
lenwider, State’s Attorney, to institute a proceeding in quo warranto to 
challenge the right of Len Small to be Governor of Illinois. The controver- 
sy was regarded as one of “public” rather than “private” right and Miller 
had no greater interest than citizens and taxpayers generally. It is be- 
lieved that the Supreme Court of Illinois will follow these two cases in 
construing the new statute and that a general interest of the type men- 
tioned will not be sufficient “interest in the question”’ to justify anybody 
except the Attorney General or a State’s Attorney in bringing a quo 
warranto proceeding in a matter that will be classified as of “public” 
rather than “private” interest. 

However, it is not believed that a classification of proceedings in quo 
warranto as “public,” or “private” will be easy unless it is done rather 
blindly. It seems fairly clear that the desire of Raster to oust Brand from 
the office of treasurer of the Illinois Publishing Company, a private cor- 
poration, was a “private” affair’? The question involved in the Fullen- 
wider case, supra, was of “public” concern. But is it obvious that the 
question presented in People ex rel. Post v. Healy" was “‘private”’ or that 
the State’s Attorney should have been held to have been under a duty to 
institute a quo warranto proceeding? The relators there were privately 
interested in retaining their positions as members of the Chicago Board of 
Education to the extent of their salaries; but the public served by the 
board was interested in the members of the board and it would seem that 
this was the more important of the two interests. This possibility was not 
discussed by the court. 

Thus, it would seem that there are cases where courts may conclude 


§ 238 U.S. 537 (1915). 

9 329 Ill. 65, 160 N.E. 175 (1928). 

*© People ex rel. Raster v. Healy, 230 Ill. 280, 82 N.E. 599 (1907). 
™ 231 Ill. 629, 83 N.E. 453 (1908). 
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that there are both “public” and “private’’ interests involved. Indeed in 
People ex rel. Raster v. Healy appears the following language: 

“Tt is, of course, true that in many cases where the individual relator has a private and per- 
sonal interest in the suit which he seeks to set on foot the public also has a substantial interest 
therein. No injury can result to the public in such instances, however, by requiring the prosecu- 
tor to proceed, for the reason that the court, or the judge thereof, when the petition for leave to 
file the information is presented, is vested with a sound legal discretion to be exercised in de- 
termining whether leave to file the information should be granted, and the court or the judge 
thereof may, in the exercise of that discretion, fully protect the rights of the public, and may 
under some circumstances, where the public weal demands, refuse leave to file the information 
although the clear legal right of the relator is established e 


Under the new statute of 1937 it would seem that courts will cease to 
grant writs of mandamus to compel the Attorney General or a State’s 
Attorney to file a proceeding in quo warranto. In “public” matters the 
discretion apparently cannot be controlled; apparently such a thing as an 
abuse of that discretion has not been observed. In a “private” contro- 
versy the interested citizen can sue on his own relation provided he takes 
certain action and secures the consent of a court of competent jurisdic- 
tion or a judge thereof. There is no need for mandamus against a public 
official to compel him to sue in such a case even though the officials men- 
tioned may sue at the instance of an individual relator if they wish. From 
the language quoted above from the Raster case it seems a fair guess that 
a citizen “having an interest” in a question that is also a matter of public 
interest may sue in guo warranto on his own relation, after taking the re- 
quired action, since he must obtain permission to sue from a court or a 
judge who presumably will be more reluctant to give consent where the 
interests are mixed as distinguished from a case of a mere “‘private’’ in- 
terest. 

Section 3 of the new statute provides that the complaint in the pro- 
ceeding may be expressed in general terms and “need not set forth the 
basis of the challenge,” but the plaintiff may set forth “the grounds for 
an attack on the defendant’s claimed right.”’ This seems to make the pro- 
ceeding elastic and liberal. The complaint if “filed by a citizen on his 
own relation” shall allege that his requests of the Attorney General and 
the State’s Attorney have been refused or that they failed to act. It is not 
expressly stated that this complaint must set forth the interests of the citi- 
zen or that notice was given to the adverse party; but one doubts whether 
such omissions from the complaint will be permitted by the courts. 

In section 4 there is new legislation as to the appearance that the de- 
fendant must make and apparently it will result in a more prompt dis- 
posal of the action in the trial court. Section 5 is a new section that is 
prompted by the provision in section 2 authorizing a citizen to bring an 
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action on his own relation. It requires the citizen to file security for costs 
“to be approved by the clerk ” This seems to mean that the clerk 
can fix the amount of the security. 

Section 6 has a new provision that may constitute a very decided change 
in the nature of the trial. In Illinois it seems to be the understanding of the 
profession that a jury trial is an incident of a guo warranto proceeding.” 
The first sentence in section 6 reads: ““The court shall determine and ad- 
judge the rights of all parties to the proceeding.” The word “court” 
could be interpreted to include trial by jury but it would appear to be a 
more natural interpretation that trial by jury is abolished in quo warranto. 
If so, the statute in Illinois appears to be similar to the statutes of other 
states. However, it is a serious question whether under the constitutional 
guarantee in Illinois, jury trial can be denied in guo warranto.": It is be- 
lieved that the issues in guo warranto are usually of such a nature that 
better results can be obtained through trial by a court without the use of 
a jury. Has it been common in Illinois to use a jury in a guo warranto pro- 
ceeding? 

B.. &. 3, 
ILLINOIS MARRIAGE LAW 
I 


Among the statutes enacted by the sixtieth Illinois legislature, none has 
obtained greater publicity than the so-called Saltiel Act (Eugenic Mar- 
riage Law),' which has been inserted into the Marriage Law as section 
6a,? and which provides that: 

“all persons desiring to marry shall within fifteen (15) days prior to the issuance of a 


license to marry, be examined by any duly licensed physician as to the existence or 
non-existence in such person of any venereal disease 


Issuance of a marriage license to a person who fails to present such a 
health certificate is declared to be unlawful for any county clerk. 


” People ex rel. v. Lord, 315 Ill. 603, 146 N.E. 506 (1925); People ex rel. v. Barber, 265 Ill. 
316, 106 N.E. 798 (1914); People ex rel. v. Drainage Comr’s., 282 Ill. 514, 118 N.E. 742 (1918); 
People ex rel. v. Cooper, 139 Ill. 461, 29 N.E. 872 (1891). 

13 See the cases collected in 24 L.R.A. 806 (1894) and 24 L.R.A. (n.s.) 639 (19009). 

*H.B. No. 114 (1937), introduced by Dr. Edward P. Saltiel of Chicago. The Act was ap- 
proved by the Governor on June 23, 1937, and took effect immediately. 

? Til. Bar Ass. Rev. Stats. 1937, c. 89. 

3 Similar statutes are in force in: Alabama, Michie Ala. Ann. Code, §§ 1156, 1157 (1928); 
Connecticut, Conn. Gen. Stats. c. 276, § 5149 (Cum. Supp. 1935); Louisiana, La. Laws 1924, 
264 no. 164; Maine, Me. Rev. Stats. 1930, 474 § 140; North Carolina, N.C. Ann. Code 1931, 
§ 2500; North Dakota, N.D. Comp. Laws 1913, §§ 4373-78; Oregon, Ore. Ann. Code 1930, 
§§ 33-118 to 33-121, see also, Ore. L. 1937, c. 434 (subject to referendum Nov. 1938); Virginia, 
Va. Code 1936, § 5088a; Wisconsin, Wis. Stats. 1936, § 245.10; Wyoming, Wyo. Rev. Stats. 
Ann. 1931, §§ 103-227, 103-228. 
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The passage of this act marks a successful step in the campaign against 
venereal diseases which has recently been initiated under the leadership 
of Doctor Parran, Surgeon-General of the United States Army. Whether 
or not such a drastic measure as compulsory medical examination of all 
marriage candidates is necessary and sufficient to prevent the communica- 
tion of syphilis and other venereal diseases from one spouse to the other 
and to the coming generation is the subject of a debate among public 
health experts. The main arguments against such legislation are that the 
desirable end of conquering venereal diseases could be better achieved 
through education than through compulsion, and that “‘premarital ex- 
amination laws are likely to be arbitrary and rigid. They assume—and 
lead the public to believe—that tests for syphilis (the Wasserman, Kahn 
and Kline tests) render highly reliable verdicts as to whether or not a cer- 
tain man or woman is fit to marry Many a man with a 4-plus 
Wasserman, and so a proved syphilitic, is perfectly justified in getting 
married, so far as infectiousness is concerned. The plus-reaction from a 
serological test usually lasts longer than infectiousness. Experts will tell 
you that practically half of such plus-reactions are no bar to marriage. 
That, however, is a point determinable only by a widely experienced syphi- 
lologist. Legal requirements of laboratory tests as decisive evidence fail 
to allow for expert discretion. 

“The State of Connecticut has left the decision as to the patient’s right 
to marry to his own doctor, who can exercise his own judgment on what a 
plus-Wasserman means. But when, in order to avoid injustice, the law 
does allow such wide discretion to doctors, some members of the medical 
profession will be sorely tempted to bootleg clean bills of health.’ It is 
argued, furthermore, that “some experienced health officers regard these 
laws as an uneconomical diversion of financial ammunition from the front 
lines. They say they could give the community a much bigger dollar’s 
worth of syphilis prevention by using the money along more constructive 
lines,”’ such as education of the public, and serological tests to pregnant 
women. “Given proper treatment before a pregnancy is five months ad- 
vanced, a syphilitic mother has a nine-to-one chance of bearing an unin- 
fected, normal child.’’s 

The main arguments in favor of compulsory health examination statutes 
are that the required examination is likely to reveal contagious condi- 
tions and to cause postponement of marriage, that such a law is a real 
factor in inducing marriage candidates to make sure whether they are fit, 


4A Compulsory Test for Syphilis before Marriage? Reader’s Digest, Nov. 1937, 129, 131 
(editorial). 


$Id. at 132. 












NOTES ON RECENT ILLINOIS LEGISLATION 99 


even before applying for an official health certificate. Experiences in 
other states have also shown that such a law has a marked educational 
value, first through newspaper discussion in the early years of its history, 
and also through the fact that large numbers of persons receive a warning 
as to the dangers of venereal infection at the time when they are most like- 
ly to heed it.® 

Under the new statute of Illinois, the physician has to certify that he 
has made “a thorough examination of” the applicant, that he has “con- 
sidered the result of a microscopical examination for gonococci and a 
Wassermann or Kahn test for syphilis which was made at his request,” and 
that he “believes” the applicant “‘to be free from all venereal diseases.”’ 
Since no marriage license may be issued to an applicant who does not 
present to the County Clerk such a health certificate, the final decision 
as to a person’s capacity to marry is thus left to his doctor. Since nothing 
in the law prevents a person from consulting as many doctors inside and 
outside of the state as he chooses, until he may finally succeed in obtaining 
a health certificate, it can hardly be argued that the statute deprives a 
person of his liberty without due process of law. Indeed, nowhere so far 
have eugenic marriage laws been held unconstitutional. In a careful de- 
cision, the Supreme Court of Wisconsin held: 

“The power of the state to control and regulate by reasonable laws the marriage 
relation, and to prevent the contracting of marriage by persons afflicted with loath- 
some or hereditary diseases, which are liable either to be transmitted to the spouse 
or inherited by the offspring, or both, must on principle be regarded as undeniable. 
To state this proposition is to establish it. Society has a right to protect itself from 
extinction and its members from a fate worse than death.’” 

The Constitution of the State of Illinois does not contain a provision 
which would necessitate or justify a different decision in Illinois. 

The difficulties presented to the enforcement of eugenic marriage laws 
are not of a constitutional but of a practical order. Such legislation can- 
not succeed without the understanding co-operation of the medical pro- 
fession which, in turn, presupposes that the law pays a proper regard to 
the interests of the medical profession. The attack on the first Eugenic 
Marriage Law of Wisconsin, a pioneer state in this field of legislation, was 
based on the insufficiency of the maximum fee of $3.00 which was pro- 
vided in that statute for the necessary medical examination.’ The Su- 

* Hall, Medical Certification for Marriage 15-77 (1925). 


7 Peterson v. Widule, 157 Wis. 641, 147 N.W. 966 (1914). On the constitutionality of state 
laws for the regulation of marriage in general, see Maynard v. Hill, 125 U.S. 190 (1888); Gould 
v. Gould, 78 Conn. 242, 61 Atl. 604 (1905); Fearon v. Treanor, 272 N.Y. 268, 5 N.E. (2d) 815 
(1936). 


® Wis. L. 1913, c. 738. 
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preme Court of Wisconsin, in order to uphold the constitutionality of that 
law, found itself compelled to interpret it as not prescribing laboratory 
tests to be made.® Since no reliable diagnosis of a venereal disease can be 
made without such a test, the legislature of Wisconsin had to enact an 
amendment which provided for free laboratory service by the state."® The 
new statute of Illinois omits to fix a maximum fee for the “thorough physi- 
cal examination”’ which it prescribes to be made, but it provides for free 
laboratory service. The physician, before issuing the health certificate, is 
obliged in every case, if he does not himself make a microscopical exami- 
nation for the gonococci for gonorrhea and the blood Wasserman test or 
Kahn test for syphilis,”’ to have such examination and test made by a 
health department laboratory, and to consider the result in his certifi- 
cate.” 

A physician “who shall knowingly and wilfully make any false state- 
ment in the certificate, shall be punished by a fine of not less than $100.00 
nor more than $500.00 for each and every offence.” Under the careful 
wording of these provisions, which are taken over literally from the Wis- 
consin Act, a physician is punishable if he falsely certifies that he made a 
thorough examination. Abuses of the knowledge obtained through the ex- 
amination or the certificate are sought to be prevented by the provision 
that ‘any party or parties having knowledge of any matter relating or 
pertaining to the examination of any applicant for license to marry, who 
shall disclose the same, or any portion thereof, except as may be required 
by law, shall equally be punished with a fine of not less than $100.00 and 
not more than $500.00.” 


Obtaining a license to marry without a health certificate would seem to 


® Peterson v. Widule, 157 Wis. 641, 147 N.W. 966 (1914). % Wis. L. 1915, Cc. §25. 


™ Both the Kahn test and the Wasserman test are tests for syphilis on specimens of blood. 
The Wasserman test depends on the fixation of complements. The Kahn test is a precipitation 
test. The Wasserman test to be properly interpreted must be made by an expert serologist. 
The Kahn test demands fairly expensive and elaborate equipment, but its result can be deter- 
mined by the ordinary laboratory technician more easily. The Kahn test is the more accurate 
and generally preferred. For a description read J. Am. Med. Ass’n 2070 (1936). See also books 
on the subject, Ruicey, Dermatology and Syphilology (1936); Stokes, Modern Clinical 
Syphilology (1936); Lees, Practical Method in the Diagnosis and Treatment of Venereal 
Diseases (3d ed. 1937); Palm, Death Rides with Venus (1937); Warren, On Your Guard 
(1937); Snow, Venereal Diseases (1937). 


™ The following text is prescribed by the statute for the certificate: ‘I, (Name of Physician) 
. . . . being a physician legally licensed to practice in the State of . . . . (my credentials being 
filed in the office of . . . . in the City of ...., County of ...., State of . . . .) do certify 
that I did on the. ... day of ....19..., make a thorough examination of . . . . and 
considered the result of a microscopical examination for gonococci and a Wasserman or Kahn 
test for syphilis, which was made at my request, (strike out the test or tests which were not 
made) and believe . . . . to be free from all venereal diseases.” 
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be less serious an offence than that of an unscrupulous doctor who makes 
it his regular practice to issue untruthful certificates. Nevertheless, the 
marriage candidate who succeeds in obtaining a license without a health 
certificate is punished more severely. He can be sentenced to pay a fine 
of an unlimited amount and, in addition, can be sent to the county jail for 
not less than three months! Since the statute says that he shall be liable 
to such punishment when he “shall obtain any license to marry contrary 
to the provisions of this section,” it might be assumed that he is punish- 
able even if he is ignorant of the requirement of a health certificate and 
obtains a marriage license from an equally ignorant or undutiful county 
clerk. The county clerk, himself, who issues a marriage license to a person 
who fails to present a health certificate, incurs no greater punishment 
than a fine of not less than $100.00 and not more than $500.00. These 
incongruities, which result from an insufficient integration of the provi- 
sions of the Wisconsin law into the existing legislation of Illinois, should 
be eliminated by an early amendment. 

While older eugenic marriage laws required a health certificate for the 
male partner only, the Illinois statute, following the amendment act of 
Wisconsin of July 1, 1937,"3 and a recent Michigan statute’* makes the 
medical examination obligatory for the female partner as well. Twenty- 
four years ago such an extension was held not only to be morally shocking 
but also unnecessary, because “‘the great majority of women who marry 
are pure.’’*S As far as this author can see, the Illinois statute’s extension 
to the female partner of the duty to undergo a delicate medical examina- 
tion has not met with serious criticism. 

It also seems, that a majority of candidates to marry find no difficulties 
in complying with the law. It has been contended, however, that since 
the law went into effect on July 1, 1937, “thousands of couples crossed the 
state line into Indiana to be married; and Crown Point, being close to 
Chicago, got the lion’s share of the business... . . It has been charged 
and never denied that the combined income (of the county clerk and the 
four justices of the peace at Crown Point) approximates $15,000.00 a 
month.’*® The question of the validity of these out-of-state marriages has 
already occupied the Superior Court of Cook County, and Judge John J. 
Lupe’s decision is reported as follows:*7 

“You and others like you are here in a court of equity with unclean hands. You 
flaunt our laws and then come here for annulments when you find you have made a 
mistake. The law is a good law, designed to protect the children of future generations. 





3 Wis. L. 1937, ¢. 311. 4H. B. 459, Mich. Pub. Acts 207 (1937). 
's Peterson v. Widule, 157 Wis. 641, 147 N.W. 966 (1914). 


6 Chicago Daily News, Oct. 16, 1937, front page. 17 Id., second page. 
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I’m not going to open the courts to this practice and establish a precedent of this type. 
You can file another bill if you have grounds for divorce, but as far as Crown Point 
marriages are concerned, they are not adequate grounds for annulment.” 

The application of the clean hands doctrine to a problem of public con- 
cern seems hardly appropriate, but the decision is nevertheless correct 
under the rule generally recognized in American conflict of laws"® and in 
Illinois in particular,’® that a marriage which is good at the place of its cele- 
bration is good everywhere. The wisdom of this rule is open to doubt but 
it is the law insofar as it is not modified by the Uniform Marriage Evasion 
Act, which forms part of the law of Illinois and which provides” 

“That if any person residing and intending to continue to reside in this state and 
who is disabled or prohibited from contracting marriage under the laws of this state 
shall go into another state or country and there contract a marriage prohibited and 
declared void by the laws of this state,?* such marriage shall be null and void for all pur- 
poses in this state with the same effect as though such prohibited marriage had been 
entered into in this state.” 

Under the words of the statute it is clear that it does not justify holding 
an out-of-state marriage void, unless such marriage would be void if cele- 
brated in Illinois.” A marriage celebrated in Illinois without a health cer- 
tificate would certainly not be void. It is well established that non-com- 
pliance with statutory requirements does not render a marriage void un- 
less such effect is indicated in the statute expressly or by necessary im- 
plication. Statutory marriage formalities have generally been held not to 
be mandatory but directory only.?* A marriage celebrated in proper form 
but without a license is held valid unless its nullity is clearly expressed by 
the statute. The same decision was reached in Wisconsin with respect 
to a marriage celebrated without a health certificate.*5 In Illinois the 
statutory grounds of nullity of a marriage are enumerated in Sections 1, 
2, 3, and 4 of the Marriage Act.”® To perform a marriage ceremony with- 

8 Restatement of Conflict of Laws § 121 (1934). 


9 Stevens v. Stevens, 304 Ill. 297, 136 N.E. 785 (1923); Acklin v. Employees’ Benefit 
Ass’n, 222 Ill. App. 369 (1920); Lincoln v. Riley, 217 Ill. App. 571 (1920). 

° Til. L. 1915, 496, Smith-Hurd’s Ill. Rev. Stats. 1935, c. 89, §§ 19-24, Jones’ Ill. Stats. 
1935, 78.21-78.26. 

* Italics by the author. * See Lyannes v. Lyannes, 171 Wis. 381, 177 N.W. 683 (1920). 

23 See Meister v. Moore, 96 U.S. 76 (1877); People v. Hann, 206 Ill. App. 543 (1918); Schwartz 
v. Schwartz, 236 Ill. App. 336 (1925); Madden, Persons and Domestic Relations 53-56 (1931); 
1 Vernier, American Family Laws 98 ff. (1931). 

24 In Feehley v. Feehley, 129 Md. 565, 99 Atl. 663 (1916), the court upheld the marriage even 
though the statute provided that “‘no person shall be joined in marriage until a license shall 
have been obtained.” See also Wooley v. Bruton, 184 N.C. 438, 114 S.E. 628 (1922). 

*s Lyannes v. Lyannes, 171 Wis. 381, 177 N.W. 683 (1920). 

6 Til. Rev. Stats. 1874, p. 694; Ill. L. 1887, p. 225; Ill. L. 1905, p. 317; Ill. L. 19009, p. 276; 
Smith-Hurd’s Ill. Rev. Stats. 1935, c. 89, §§ 1-4; Jones’ Ill. Stats. 1935, 78.01-78.04. 
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out a license is a punishable offence,” but such a marriage is nowheré in 
the statute declared to be void. To enter upon a marriage without a health 
certificate exposes to punishment not only the license issuer but also the 
parties to such marriage, but again the statute fails to declare such a mar- 
riage to be void. Absence of a health certificate is an impediment to mar- 
riage in the sense that no county clerk is allowed to issue a license and 
that, consequently, no minister, judge or justice of the peace is allowed to 
perform a marriage ceremony, without which no marriage can be validly 
concluded in Illinois. If, however, a marriage ceremony has been per- 
formed in contravention to such prohibition, the marriage is good and 
valid. Absence of a health certificate is not an impedimentum matrimonii 
dirimens, but only an impedimentum matrimonii impediens. 

The grave sanction of nullity is not only not provided for by the new stat- 
ute, it could also hardly be held necessary on grounds of policy. What the 
statute tends to prevent is not so much the existence of the legal relation 
of a valid marriage as the physical act of the consummation of a marriage 
which could not be undone by an annulment. Nor should the possibility of 
evading the law through an out-of-state-marriage be taken too seriously. 
When parties decide to avoid a statute which is designed for their own 
protection, it can be assumed either that they have made sure that neither 
of them is suffering from a venereal disease, or that they are so irresponsi- 
ble that the impossibility of being legally married would not restrain them 
from engaging in physical intercourse. It is also fortunate that in two of 
the sister states located in the neighborhood of Chicago, viz. in Wisconsin 
and Michigan, no marriages will be performed without a health certifi- 
cate; and in Indiana the states attorney of Lake County, where the mar- 
riage mill of Crown Point is located, has dug up an old statute which pro- 
vides that before any persons may be married they must produce a license 
issued by the clerk of the county in which the woman resides. The county 
clerk of Lake County, who refused to comply with this statute, has just 
been arrested.?* The result of the litigation ensuing from this contro- 
versy will finally settle the possibility of evading in Indiana the Illinois 
Eugenic Marriage Law. 

Another weakness of the law, which, however, can hardly be avoided 
by legislation, is presented in the fact that a party may lawfully obtain a 
license upon the certificate of a physician who resides in another state and 
over whom the State of Illinois has no control. If such a physician should 
issue an untrue health certificate, he could not be punished under the 
statute of Illinois. Whether a health certificate can be issued by physicians 
in the United States only, or also by a physician licensed to practice in a 

27 Marriage Act § 15. 8 Chicago Daily News Oct. 16, 1937, second page. 
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foreign country, for instance in a Canadian province, is doubtful under 
the text of the statute. The point should be clarified through an amend- 
ment. 

II 


The same legislature which established the requirement of a compul- 
sory health certificate as a preliminary to marriage, also enacted a statute 
for the better prevention of hasty or illegal marriages. Getting married 
is easier in the United States than in probably any other country of West- 
ern civilization. Even in those jurisdictions which have abolished common 
law marriage, the preliminaries to the celebration of a marriage are ex- 
tremely easy and short. Under the system still prevailing in most states 
one of the parties to the prospective marriage “buys” a license at the office 
of the county clerk of the place where he wishes the marriage to be per- 
formed. All he has to do besides paying a fee is to sign an affidavit stating 
the names, ages, and places of residence of the parties, and the applicants’ 
belief that there exists no statutory impediment to the intended marriage. 
Inquiries into the truth of the statements are rarely prescribed. The 
whole procedure takes a few minutes, and the marriage may be celebrated 
immediately by a minister or a justice of the peace. 

This system is cheap and convenient but its consequence is that more 
illegal, especially bigamous, marriages exist in the United States than in 
probably any other country. Practically all European countries, including 
England, require public advance notice to be given of an intended mar- 
riage, in order to enable members of the public to inform the authorities 
of eventual impediments to the intended marriage, and also to give the 
license issuer an opportunity to make inquiries of his own in special cases.” 
This system, which originated in the Church’s policy not only to prohibit 
but also to prevent certain socially undesirable marriages, makes, of 
course, for delay. It is for this very reason that the adoption of a similar 
scheme has been advocated in recent times in the United States. The ordi- 
nary American system favors not only illegal but also hasty and ill-con- 
sidered unions.*° As a preventive measure several states require a waiting 
period of a few days, either between application for and issuance of the 

*° For a survey of the formalities required in various countries as preliminaries to the cele- 
bration of a marriage, see Bergmann, Eheschliessung, 2 Rechtsvergleichendes Handwoerter- 
buch 727 (1929); the texts of the marriage laws of all European countries and their colonies (in 
German translation) are collected in 4 Leske-Loewenfeld. Die Rechtsverfolgung im inter- 


nationalen Verkehr (2d ed. 1932-33). See also Wolff in 4 Enneecerus-Kipp-Wolff, Lehrbuch 
des buergerlichen Rechts 57 ff. (7th ed. 1931). 


3° See Richmond and Hall, Marriage and the State 106 ff, 147 ff (1929); 4 Univ. Chi. L. 
Rev. 122, 126 (1936). 
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license, or between the issuance of the license and the celebration of the 
martriage.** A waiting period between application for and issuance of a 
marriage license has now also been introduced in Illinois by an act for the 
amendment of Section 6 of the Marriage Act. It was approved by the 
Governor on July 9, 1937, and has been in effect since that date.** The 
minimum period is short enough, three days, but it is sufficiently long to 
prevent “‘gin-marriages,” which have become so frequent since the repeal 
of Prohibition that they have provoked angry remarks from the bench of 
the Superior Court of Cook County. Government regulation of essential 
problems of society seems to be taken so much for granted now that these 
judicial remarks and the newspaper publicity attained by several cases 
were sufficient to create the public sentiment necessary to assure the quick 
passage of repressive legislation. 

The occasion was also used for an attempt to improve the safeguards 
against illegal marriages. Still the law does not incommodate the parties 
to the extent of requiring in all cases both of them to appear in person be- 
fore the county clerk before entering upon the most important transaction 
of their lives; but the party who does not sign the application before the 
county clerk is at least required now to sign it before some other officer 
authorized by law to administer oaths; and such officer is required to ac- 
knowledge such signature without charge. It is even a bolder step when 


the statute enables the county clerk, “if he deems proper,” to require both 
parties to the marriage to sign the application before him. 

The license, as already mentioned, may not be issued before the expira- 
tion of three days after receipt of the application. The county clerk may 
wait, however, as long as thirty days. The purpose of this long period 
seems to be to enable the county clerk to make inquiries into the legality 


3* Length of waiting period between application for and issuance of license: Maine, 1858 
(year of adoption of law) 5 days; New Jersey, 1897, 2 days (and an additional day between issu- 
ance of license and marriage); Wisconsin, 1899, 5 days; New Hampshire, 1903, 5 days; Massa- 
chusetts, 1911, 5 days; Connecticut, 1913, 5 days; Michigan, 1925, 5 days; Colorado, 1931, 
5 days; Idaho, 1931, 5 days; Ohio, 1931, 5 days; California, 1927, 3 days; Georgia, 1924, 5 
days (only for candidates under 21). 

Length of waiting period between issuance.of license and marriage: Rhode Island, 1909, 
5 days (only for women who are non-residents of the state); Delaware, 1913, 4 days (when both 
candidates are non-residents of the state, one day in all other cases); Vermont, 1917, 5 days. 

The system of the waiting period between issuance of the license and the celebration has not 
proved itself as effective because it can be evaded by an accommodating minister’s or justice’s 
of the peace antedating the marriage certificate. See Richmond and Hall, Marriage and the 
State 111 (1929). 

# Til. L. 1937, 909 ff, S. B. No. 178 (1937) introduced by Mr. Graham; Smith-Hurd’s III 
Rev. Stats. 1935, c. 89, § 6; Jones’ Ill. Stats. 1936, 78.06. 


33 See page 101 supra. 
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of the intended marriage. The statute provides that for this purpose he 
may, “if he deems proper,”’ require the affidavit not only of both parties 
to the contemplated marriage but also of any other person or persons.*4 

Any person “who shall wilfully and knowingly swear falsely as to any material 
matter in any such affidavit, if the county clerk is thereby induced to issue a marriage 
license permitting persons to be joined in marriage who are legally incapable or who 
have not the right to be joined in marriage, shall be punished by a fine of not less than 
One Hundred Dollars nor more than One Thousand Dollars, or by imprisonment in the 
county jail for not more than one year, or by both such fine and imprisonment.” 

Inquiries may be especially appropriate where there are circumstances 
indicating that one of the parties to an intended marriage may be an 
imbecile or insane. Since a marriage contracted by an insane person or an 
idiot was invalid under section 2 of the Marriage Act even before the new 
statute, it could be argued that the county clerk to whom an application 
was made for a marriage license was not only entitled but also under an 
obligation to make appropriate inquiries. The new statute, by providing 
expressly that “no license may be granted when either of the parties, ap- 
plicants therefore, is an imbecile or insane,”’ seems to make such inquiries 
the duty of the county clerk in all suspicious cases. 

No license may, furthermore, be granted, “when either of the parties 
.... is at the time of making the application . . . . under the influence of 
any intoxicating liquor, or narcotic drug.”’ This provision, apparently 
intended as an additional safeguard against “gin marriages,” should be 
supplemented by a provision making it illegal for a minister or justice of 
the peace to perform a marriage ceremony where either of the parties is 
under such an intoxicating or narcotic influence. It seems almost as if the 
legislature had overlooked that it established by the same statute the 
requirement of a waiting period of at least three days between the applica- 
tion for the license and the celebration of the marriage. 

A third case, where the county clerk is now expressly prohibited from 
issuing a license is that of an intended marriage where either the male part 
is over the age of eighteen and under the age of twenty-one years, or the 
female part is over the age of sixteen and under the age of eighteen years. 
“unless the consent in writing of the parents of the person under age, or 
one of such parents, or of his or her guardian, is presented to him, duly 
verified by such parents, or parent, or guardian, and such consent must be 
filed by the clerk, and he must state such facts in the license.”” The Amend- 

3 This new provision renders superfluous section 8 of the Marriage Act, Smith-Hurd’s IIl. 
Stats. 1935, c. 89, § 8, which provides: “for the purpose of ascertaining the ages of the parties, 


the county clerk may examine either of them, or any other witness, under oath.”” This section 
ought to be repealed by an amendment act. 
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ment Act has not modified section 3 of the Marriage Act which provides 
that “. . . . amale person of eighteen years of age and upwards or a female 
person sixteen years of age and upwards may contract a legal marriage 
if the parent or guardian of such person shall appear before the county 
clerk in the county where such minor person resides,*’ and shall make an 
affidavit that he or she is the parent or guardian of said minor and give 
consent to the marriage. Such parent or guardian shall, when giving con- 
sent to such marriage, make an affidavit as to the date and place of birth, 
and place of residence of such minor and shall submit such proof of such 
minor’s age as the county clerk** may deem necessary to comply with the 
purposes of this Act.” 

Thus, if one of the parties to the intended marriage is beyond the age of 
consent, but under the age of majority, no license may be issued by the 
clerk of the county where the intended marriage is to take place, unless the 
necessary parental consent is shown to him by an affidavit sworn to by 
the parent or guardian of the minor before the county clerk of the minor’s 
place of residence. This, at least, seems to be the relation between old 
section 3 and new section 6. 

Nothing has been changed by the Amendment Act with respect to the 
validity of a marriage contracted without parental consent by a male per- 
son between the ages of eighteen and twenty-one, or a female person be- 
tween the ages of sixteen and eighteen. Such a marriage ought not to be 
celebrated, but if it is celebrated in contravention of the statutory pro- 
hibition, it is nevertheless valid. The statute of Illinois, like those of other 
states, was careful to avoid mentioning lack of parental consent as a 
ground of nullity if the parties to the marriage are beyond the so-called 
marriageable age though below the age of majority. With respect to such 
a marriage, lack of parental consent was and still is not an impedimentum 
matrimonii dirimens but only an impedimentum matrimonii impediens. 
M. R. 
PRACTICE AND PROCEDURE 
CHANGES IN THE CIVIL PRACTICE ACT IN 1937 

The most important procedural changes effected by the legislature in 
1937 are those contained in the bills amending sections 5, 6, 10, 14, 21, 
67, 68, 75 (2), of the Civil Practice Act and adding sections 7a and 86} 
thereto.? 

Section 5 of the Civil Practice Act prior to amendment provided that 
35 Italics by the author. 

3% This is apparently the county clerk at the minor’s place of residence. 
*H.B. 326 (1937), S.B. 343 (1937), H.B. 775 (1937). 
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civil actions should be commenced by issuance of a summons. As amend- 
ed the section provides that “Every civil action . . . . shall be commenced 
by the filing of a complaint.’”’ This is an adoption of the chancery practice 
which existed prior to the Civil Practice Act.? It is approved by the Secre- 
tary of the Chicago Bar Association on the theory that the amendment 
simplifies both the problem of tolling the statute of limitations and the 
problem of lis pendens.* 

While section 5 as amended may simplify the plaintiff’s problems, there 
should be an immediate change in the Supreme Court Rules if the de- 
fendant is to be adequately protected. Suppose, for instance, a complaint 
is filed a few days before the statute of limitations has run and plaintiff 
then waits a year or two to serve the summons. He has thereby obtained 
an unconscionable extension of the statutory time limit. Suppose that 
after filing a complaint in an ejectment proceeding plaintiff similarly fails 
to serve over a long period. The defendant may never hear of the suit 
until after negotiations for sale have been perfected. He finds out at the 
last moment that there is a cloud upon his title. Under the former prac- 
tice the defendant was somewhat protected by Rules 4 and 5 of the Su- 
preme Court Rules.‘ Under the amended provision he has no protection. 
It is therefore suggested that there should be added to the Supreme Court 
Rules some such rule as the following: 


‘An action shall abate as to any defendant upon whom summons is not served with- 
in sixty days after the filing of the complaint, unless within that period the Court for 
good cause shown extends the time for service.” 


The changes in Sections 6, 14, and 67 of the Civil Practice Act in no 
way affect the substance of those provisions but are the result of a desire 
to avoid possible controversy and to clarify the language previously used. 

2Tll. Rev. Stat. 1931 c. 22 § 4. 


3 Albert E. Jenner, Jr., A Summary of Practice, Pleading and Procedure Legislation (adopt- 
ed at the regular session of the General Assembly in 1937, and now in effect) (1937). The writer 
wishes to express his indebtedness to the author of this pamphlet which aided materially in the 
composition of this report on procedural legislation. 


4 By rule 4 of the Supreme Court Rules summons must be returned by the sheriff within 60 
days as either served or not served. Rule 5, permitting the issuance of alias writs where sum- 
mons is returned ‘‘not served” provides that ‘where the plaintiff fails to show reasonable dili- 
gence to obtain service through the issuance of alias writs, the action may be dismissed on the 
application of any defendant or on the court’s own motion.” 


5 Since the above was written, the writer has been informed by the Secretary of the Chicago 
Bar Association that the Supreme Court has changed Rule 3 to require immediate issuance of 
summons at the time the complaint is filed. Thus by the combination of Rules 3, 4 and 5 of 
the Supreme Court Rules defendants have the same protection as before Section 5 of the Civil 
Practice Act was amended. The writer still believes, however, that the suggested provision 
for automatic abatement would be a more effective check on the dilatory plaintiff. 
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Thus some members of the Bar asserted that under the former wording of 
section 6 (1), a private person could not be authorized to serve summons 
unless it appeared that both the sheriff and coroner were unavailable or 
were disqualified by direct interest in the outcome of the proceeding. This 
view was hardly consistent with the language of the former provision, 
making the Court order for prior service an optional rather than a condi- 
tional alternative.’ In any event, the new section can by no interpretation 
be construed to prevent the Court, in its discretion, from authorizing 
service by an individual. 

That part of section 14 which deals with the affidavit upon which serv- 
ice by publication is based was amended by adding the words “or is con- 
cealed within this state,” to the situations in which service by publication 
is proper. These words appeared in the old Chancery Act; but were not 
included in the Civil Practice Act.? The provision authorizing service by 
publication as to a defendant who “on due inquiry cannot be found,” in the 
state undoubtedly covered the defendant who was concealing himself. 
Since the concealment provision was expressly included in the old Chan- 
cery Act and still appears in some of the special acts, the assembly doubt- 
less thought its inclusion was to avoid any possible misconstruction of the 
omission. Similarly the change in the first sentence of section 67 (1), the 
jury instruction section of the Civil Practice Act, improves the language 
but in no way changes the substance of that section. 

Under the “transaction clause” of sections 7 and 8 of the Civil Prac- 
tice Act the venue of libel suits against Chicago newspapers and their 
editors could be laid in any county of the state where a copy of the news- 
paper was sold. This was an undoubted hardship in a state which does 
not have a provision for change of venue for the convenience of parties 
and witnesses. New Section 7a* limits the venue of civil libel proceedings 
brought against “any owner, publisher, editor, author or printer of any 
newspaper or magazine of general circulation” to the county in which the 
defendant resides or has “his or its principal office or in which the article 
was composed or printed.’’® If the defendant is a nonresident or the arti- 

6 Section 6 (1) so far as here material reads: ‘“Writs shall be served by a sheriff, or if he be 
disqualified, by a coroner of some county of the state. (unless) The court may (shall) in its dis- 
cretion upon motion, order service to be made by (some other person) a private person.”” The 


italicized words were added by the amendment; the bracketed words were deleted. The same 
system will be followed in quoting other amended sections. 


7 Chancery Act # 12, Ill. Rev. Stat. c. 22, § 7. 
* Added to the Civil Practice Act by S.B. 343 (1937). 


° The inclusion of the word “‘its” makes it clear that the new section applies to corporations 
as well as to individuals. 
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cle was printed outside of Illinois the action may be commenced in any 
county in which the libel was circulated or published."® The new venue 
provision appears just and a similar statute has been enacted with regard 
to criminal libel.” 

Section 10 of the Civil Practice Act has been amended in three impor- 
tant particulars.” (1) Literal interpretation of the language of sub-section 
1 of section 10 as it existed prior to the amendment rendered service in- 
valid as to defendants served outside the county of venue if the venue were 
laid in an improper county."* The omission of the word “proper” in the 
sub-section as amended makes it clear that defendants served in any 
county are subject to jurisdiction whether or not the plaintiff in the first 
instance selects the proper venue. If the proper venue is not selected the 
sole remedy open to defendants will be to transfer the proceedings to the 
proper county pursuant to the provisions of the Venue Act.™4 (2) Under 
the peculiar wording of the sub-section 1 it was also contended by some 
members of the Bar that defendants not residing in the county of venue 
could not be served outside that county unless as a condition precedent 
there had been a return of process as to such defendants reciting that they 
were not found in the county of venue. The new wording establishes that 
no such return of “not found” is necessary as a condition precedent to 
service outside the county of venue. (3) The use of duplicate summons 
was authorized under sub-section 2 of section 10 only as to defendants not 
residents in the county of venue. This limitation was troublesome in 
cases where there were large numbers of defendants residing in the county 
of venue. The sub-section as amended permits the use of multiple sum- 
mons within as well as outside of the county of venue and permits more 
rapid service where there are large numbers of defendants. 

New sub-section 4 added to section 21"5 provides that there shall be set 
forth in the body of the complaint or counterclaim the names of all parties, 
plaintiffs and defendants and all parties, cross-plaintiffs and cross-defend- 
ants. Under the former practice only the summons needed to contain the 


t© This discrimination seems reasonable and should not be open to constitutional objection. 

 §.B. 342 (1937) which adds Section 8a to Division X of the Criminal Code. 

™ Section ro as amended reads: ‘‘(1) When a civil action is (properly) commenced in any 
county, summons may be served upon the defendants (not found in that county) wherever they 
may be found in the State, by any person authorized to serve writs. (2) One or more duplicate 
original summonses may be issued, marked First Duplicate, Second Duplicate, etc., as the 
case may be, whenever, it will facilitate the service of summons in amy one or more (several) 
counties, including the county of venue.” 

*8 McCaskill, Ill. C. P. A. Ann. 18, 29 (1936). 


4 Smith-Hurd Ill. Stat., c. 146, § 36 (1935). *S H.B. 326 (1937). 





NOTES ON RECENT ILLINOIS LEGISLATION III 


names of all parties. If the summons were lost there were grave difficulties 
of res judicata since it could not be determined what parties were bound 
by the proceedings. Including the names of all parties in the complaint 
should tend to alleviate this difficulty. 

Section 68 of the Civil Practice Act dealing with motions for new trials, 
directed verdicts and judgments notwithstanding the verdict has been 
amended in two particulars. In section 1 it is made clear that where a 
motion for a new trial is made the time for appeal does not begin to run 
until the motion has been disposed of. The provisions of sub-section 3a 
have been amended to permit the Court to render final judgment on a 
reserved motion to direct a verdict not only in the case where the jury has 
returned a verdict, but also where it has failed to return one. The former 
provision was anomalous in permitting the Court to render judgment not- 
withstanding the verdict where it thought the jury had decided a case 
unreasonably and yet refusing it power to grant a similar judgment where 
the jury disagreed and twelve reasonable men could not conscientiously 
differ." 

There has been one notable change*’ in the appeal provisions of the 
Civil Practice Act, the adding of section 86} by House Bill 326."* Pleas 
in bar in courts of review are of several kinds: limitations, prior adjudica- 
tion, estoppel and release of error." The most frequent of these is, of 
course, release of error where the plaintiff in error has taken some benefit 
under the judgment below and hence is disqualified to maintain his appeal. 
At common law matters in bar could not be raised by motion but only by 
way of plea.?? Moreover, the plea in bar constituted a confession of error 
as to the merits. Consequently upon the overruling of a plea in bar the 
court of review had no alternative but to reverse the judgment below and 


*6 It would seem that any changes in this section of the Civil Practice Act are of doubtful 
value. The Supreme Court apparently intends to emasculate the reserved motion to direct 
and the motion for judgment n.o.v. in the Appellate Courts by treating them as demurrers to 
the evidence. See Blumb v. Getz, 366 Ill. 273, 8 N.E. (2d) 620 (1937). 

17 H.B. 775 (1937) amends Section 75 (2) of the Civil Practice Act so as to change the time 
for filing a petition for leave to appeal from the Appellate Courts to the Supreme Court. 


8 This section reads: “Section 864. (Pleas in Reviewing Courts Abolished.) Pleas of re- 
lease of errors and all other pleas in the Supreme and Appellate Courts are hereby abolished 
and all relief which heretofore may have been had by employing such pleas may be had by way 
of motion, supported in such manner as the Supreme Court may by rule provide. Where the 
motion is adjudged bad or not sustained, the appeal shall proceed as though the motion had not 
been made.” 


9 Quindry’s Appellate Practice 269-80 (1929). 


2° Donahoe v. Owens, 277 Ill. 318, 115 N.E. 552 (1917); Peterson v. Manhattan Life Ins. 
Co., 244 Ill. 329, 91 N.E. 466 (1910). 
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remand the case for a new trial.* This result followed even though the 
court, had it considered the case on the merits, would have affirmed the 
judgment or decree below. Recently, in Kerner vs. Thompson,” the Illi- 
nois Supreme Court said that the common law rules with respect to pleas 
in bar in reviewing courts were in full force and effect; that matters in 
bar could be raised in reviewing courts only by plea not by motion, and 
further that if a plea in bar were adjudged bad the court was required to 
remand the case for a new trial regardless of the merits of the appeal. 

New section 86} is more realistic as to pleas in bar in the Supreme and 
Appellate Courts. It substitutes the motion for the plea in bar, a change 
in line with the general policy of the Civil Practice Act. It further pro- 
vides that should a motion in the nature of a plea be adjudged bad the 
court of review is not to remand the case, but the appeal should proceed as 
though the motion had not been made. It is to be noted that this governs 
not only the plea of release of error as did section 109 of the Practice Act 
of 1907,”* but covers the defenses of prior adjudication and limitations as 
well. 


PROCEDURAL AMENDMENTS IN SPECIAL ACTS 


A number of practice bills were enacted by the last session of the Gen- 
eral Assembly with the primary purpose of conforming practice and pro- 


cedure in certain special acts to that of the Civil Practice Act. This is the 
culmination of the program begun at the 1935 session of the legislature 
and so ably carried on by the committee on the Civil Practice Act of the 
Illinois State Bar Association and by the Chicago Bar Association. 

Thus House Bill 332 conforms the wording of the Municipal Court of 
Chicago Act to that of the Civil Practice Act. The Bill also repeals sec- 
tion 38 of the Municipal Court Act which provided for bills of exception 
or certificates of evidence to be presented to the trial judge within sixty 
days after entry of the order or judgment appealed from. Under the Civil 
Practice Act reports of proceedings are not required to be filed or pre- 
sented to the trial judge before sixty days from the date that the notice of 
appeal is filed,*4 and the notice of appeal need not be filed earlier than nine- 
ty days from the date judgment is entered.** Since the appeal provisions 

at Great Northern Refining Co. v. Jeffris Lum. Co., 308 Ill. 342, 139 N.E. 594 (1923); 
George v. George, 250 Ill. 251, 95 N.E. 167 (1911); Peterson v. Manhattan Life Ins. Co., 244 
Ill. 329, 91 N.E. 466 (1910). 

* 365 Ill. 149, 6 N.E. (2d) 131 (1937). 

*3 This section was repealed by the enactment of the Civil Practice Act. 

*4 Rule 36 (1) (c.) of the Supreme Court Rules. 

*sTll. C. P. A., Sec. 76 (1) Smith-Hurd Ill. Stats. 1935 c. 110 § 200 (1). 
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of the Civil Practice Act are in all other respects applicable to appeals 
from the Municipal Court of Chicago” the existing provisions of section 
38 serve merely to trap the unwary. Under section 38, as amended, 
appellate practice will be entirely uniform in all courts. It should be noted, 
however, that this act is not yet in force; it must be submitted to a refer- 
endum of the qualified voters of the city of Chicago at the next election.?’ 

The Partition Act has been amended” so as to require all proceedings 
for partition to be brought in equity.?? The amendment provides that the 
provisions of the Civil Practice Act shall apply to partition proceedings.*° 
A further practical change has been made by the amendment permitting 
the parties after a decree of partition has been entered and before division 
or sale is had, to discontinue the proceedings provided they have adjusted 
their respective rights among themselves.** The decree of partition, how- 
ever, remains in full force and effect. The result of this amendment is to 
permit the parties to obtain a binding determination of their rights in the 
nature of a declaratory judgment while avoiding the necessity of judicial 
division or actual sale of the property. 

Several other practice bills were enacted conforming practice and pro- 
cedure of particular acts to the Civil Practice Act. Thus the Administra- 
tion Act has been amended” so as to conform its language to that of the 
Civil Practice Act; while section 103 of that Act specifically provides that 
the provisions of the Civil Practice Act, its amendments and the rules of 
the Supreme Court should apply to all proceedings except as otherwise 
expressly provided. Section 7 of the new Quo Warranto Act makes the 
provisions of the Civil Practice Act including the provisions for appeal, 
all amendments and the rules applicable to “Quo Warranto”’ proceedings.*? 
Other phases of this act are discussed elsewhere. Also in line with the Civil 
Practice Act the County Court Act has been amended to provide for auto- 
matic continuance of all causes and proceedings pending and undisposed 
of at any adjournment.*4 It has already been pointed out that section 8a 
of the Criminal Code has been amended to conform to the venue provision 
with regard to criminal libel proceedings to new section 7a of the Civil 
Practice Act.* 


% Rules 294 and 295 of the Revised Civil Practice Rules of the Municipal Court of Chicago 
(1935). 


27 H.B. 332 (1937). 29 Section 43. 3* Section 42. 
28 H.B. 330 (1937). 3° Section 44. ? H.B. 333 (1937). 33 H.B. 331 (1937). 


34 $.B. 64 (1937), H.B. 90 (1937) so amend sec. 6 of the County Court Act, Smith-Hurd 
Ill. Stats. 1935 c. 37 § 176. 


35 S.B. 342 (1937). 
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EVIDENCE 

An important change in evidential procedure was effected by the 
last session of the legislature is the amendment to section 6 of article 13 
of the Criminal Code.** That section as amended modifies the mari- 
tal witness incompetency previously existing in criminal cases.*’7 The IlIli- 
nois rule in criminal cases that husband or wife could not testify for or 
against each other except as at common law was an archaic survival. It 
arose in the days when husband and wife were regarded as a single per- 
son.** Under the new paragraph added to section 6 the general marital 
disqualification of husband or wife to testify for or against each other is 
abolished. However, the usual disqualification of a spouse to testify as to 
confidential communications made during coverture has been retained ex- 
cept in the cases, (1) where either is charged with an offense against the 
person or property of another, (2) in cases of wife abandonment, (3) where 
the interest of their child or children is directly involved, or (4) as to 
matters in which either has acted as agent of the other. The statute treats 
this disqualification as an incompetency rather than a privilege. 

There can be no question but that the removal of the incompetency of 
one spouse to testify for the other is a step forward. It represents the 
best “modern common law” and the great weight of authority.*® The 
sole objection under our modern ideas of the marital relation is that the 


witness is possibly or probably biased in favor of the accused. Such bias, 
however, should operate solely to impeach the witness not to render him 


3% The new provision added to section 6 by H.B. 608 (1937) reads: “In all criminal cases, 
husband and wife may testify for or against each other; provided, that neither may testify as 
to any communication or admission made by either of them to the agher or as to any conversa- 
tion between them during coverture, except in cases where either iseharged with an offense 
against the person or property of the other, or in case of wife abandonmefif, or where the inter- 
ests of their child or where children are directly involved, or as to matter$ in which either has 
acted as agent of the other.” 


37 Marital incompetency, except for the disqualification with respect to confidential com- 
munications, has long been abolished in civil cases in Illinois with the removal of the interest 
disqualification. See Ill. L. 1871-1872, 405, § 1, § 5; Smith-Hurd IIl. Stats. 1935 c. 51, §§ 1, 5. 
Similar statutes have been enacted in all states. See 1 Wigmore § 488.(2d ed. 1923). 


38 In 1628, Sir Edward Coke in his commentary upon Littleton 6b, stated: ‘Note, it hath 
been resolved by the justices that a wife cannot be produced either against or for her husband, 
‘qua sunt duae animae in carna una.’”’ Professor Wigmore points out that the masital dis- 
qualification of one spouse to testify for the other was a strict incompetency predicated on 
marital identity and later justified on the same theory as the interest disqualification, whereas 
the disqualification of one spouse to testify against the other is in reality a privilege predicated 
on the danger of causing dissension within the home. See 1 Wigmore 601-603 (2d ed. 1923); 
4 Wigmore § 2227-2229 (2d ed. 1923). 


39 Funk v. United States, 290 U.S. 871 (1933). 
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incompetent.** The public interest is amply protected by argument by the 
prosecuting attorney and by natural tendency of a jury to disbelieve the 
weeping wife. 

Similarly the common law marital disqualification of one spouse to 
testify against the other has no very strong argument in its favor. To be 
sure “a happy home may be imperiled’”’ but (1) the incompetency did not 
exist even at common law where one spouse was the aggressor and the 
other the victim and the prosecuting witness:* (2) “the happy home’’ is 
too often non-existent, (3) nor even where it exists is it likely to be rup- 
tured by the testimony of the unwilling spouse coerced by the state, it is 
then most likely to be favorable to the defense. On the other hand the de- 
sire for truth, or at least the examination of all sources from which the 
truth may be gathered, is to be desired equally in criminal as in civil cases.” 

The provision with regard to confidential communication is another 
story. It may give considerable difficulty. It is drafted in the form of an 
incompetency rather than a privilege. Suppose a wife is offered by the 
defense to testify as to a conversation with the defendant to refute the 
inference that his story is a recent fabrication.*? Other states permit this 
testimony. The husband may waive his privilege. Under the new section 
as drafted the prosecutor could object to this on the grounds that it was 
not the husband’s privilege but the wife’s incompetency. The broad pro 
vision excluding testimony “‘as to any conversation between them durin 
coverture’’ may likewise lead to difficulty. Are only confidential communi- 
cations meant, or will incidental statements, become important for pur- 
poses of this trial, be likewise excluded? Another clause difficult of inter- 
pretation is that excepting communications “as to matters in which either 
has acted as agent of the other.” It is unfortunate that the present stat- 
ute, though a step in the right direction, has failed to keep clearly in mind 
the different bases for the marital incompetency of one spouse to testify 
for the other, the privilege of one spouse to refuse to testify against the 
other and the privilege as to confidential communications. 

a; Se 


© Such is the effect of ‘‘interest” in civil cases. Smith-Hurd Ill. Stats. 1935 c. 51, § 1, and 
under the first paragraph of section 6 of the Criminal Code. 

# Rex v. Azire [K.B. 1725] 1 Strange 633; The King v. Lapworth, [1931] 1 K.B. 117. 

# See 4 Wigmore § 2227 (2d ed. 1923) for a criticism of the theories advanced in favor of the 
privilege. 

43 Compare the erroneous decisions in Commonwealth v. Cronin, 185 Mass. 96, 69 N.E. 
1065 (1904) and Dick v. Hyer, 94 Ohio St. 351, 114 N.E. 251 (1916). 

445 Wigmore § 2340 (2d ed. 1923). 

4 A similar situation exists in civil cases in Illinois. Marks v. Madsen, 261 Ill. 51, 103 N.E. 
625 (1913). 
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NOTES 


PRIVILEGE OF CRIMINAL DEFENDANT AND SCOPE 
OF CROSS-EXAMINATION 


“A criminal defendant who takes the witness stand to testify on his own be- 
half is subject to cross-examination under the same rules which apply to ordi- 
nary witnesses.” This statement, with minor verbal variations, has been ac- 
cepted as a statutory codification of the rules governing cross-examination of 
criminal defendants.' And the same formulation has been ad@pted by decision 
in a considerable number of jurisdictions.? 

More elements than appear in the phrasing are included in this condensed 
statement. Two aspects must be considered in determining the relatjon between 
the rules governing cross-examination of an ordinary witness and a criminal 
defendant: (1) the scope of permissible cross-examination, and (2) waiver of the 
constitutional privilege against self-incrimination. Neither aspect is mentioned 
but presumably both are included, and the criminal defendant is put in a posi- 
tion identical on both points with that of an ordinary witness. That, at least, is 


* For example, see Nev. Comp. L. 1929, § 11253; N. Car. Code 1935, § 1799; Fla. Comp. 
Gen. L. 1927, § 8385; Remington’s Wash. Rev. Stat. 1932, § 2148; Haw. Rev. L. 1935, § 3824. 


* See Chambers v. People, ros Ill. 409, 413 (1883); People v. Dupounce, 133 Mich. 1, 94 
N.W. 388 (1903); Smith v. State, 137 Ala. 22, 34 So. 396 (1903). 
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a result commonly reached.’ Yet, the frequency with which the rationale sup- 
porting the former of these aspects seems to control in the determination of a 
case involving the latter indicates the pitfalls that are created by a combination 
of both in a single statement.‘ It shows that the application of the statement is 
not always consciously reasoned but may often be the result of incomplete or 
confused analysis. 

With respect to the scope of cross-examination, the position of a criminal 
defendant and that of an ordinary witness have generally been held identical.s 
On the other hand, the criminal defendant can refuse to.take the stand; an ordi- 
nary witness cannot.® For this reason, where an ordinary witness takes the 
stand under the coercion of a subpoena he is generally held to waive his privilege 


3 See Chambers v. People, 105 Ill. 409, 413 (1883) where the court said, ‘“‘Such a person [a 
criminal defendant] when introduced as a witness, moreover, is to be examined and cross-ex- 
amined precisely as other witnesses. ” See also Quintano v. State, 29 Tex. App. 401, 406, 
16 S.W. 258, 260 (1891). ‘‘It will be seen, then, that when a defendant assumes the role and 
character of the witness, he is subject to a// the tests and rules applicable to other witnesses, 
even to the answering of questions which would criminate him.’ (Italics added.) 


4 See State v. Larkens, 5 Idaho 200, 47 Pac. 945 (1897). The court relied upon the scope of 
cross-examination rule set up in Idaho Rev. Stat. 1887, § 6079, in defining the extent of waiver, 

In Guy v. State, 90 Md. 29, 44 Atl. 997 (1899), the court cited 8 Encyc. Pl. & Proc. 147, 
which states that a defendant, by appearing on the stand ‘‘waives his privilege of refusing to 
give evidence against himself as to all matters within the proper scope of cross-examination,” 
as the rule prevailing in many states. This rule in Maryland would have confined the evidence 
of the accused to matters pertinent to the testimony in chief, for that was the accepted scope 
rule, Herrick v. Swomley, 56 Md. 439, 455 (1881); and a previous case had actually held the 
privilege waived to that extent. Roddy v. Finnegan, 43 Md. 490 (1825). The court, however, 
did not follow that rule but adopted one under which privilege is waived as to all matters rele- 
vant to the issues of the case. In doing so, the court did not separate the principle of waiver 
from that of scope of cross-examination. It is likely that the court still clung to the theory that 
the waiver should be determined by the scope rule, for several years later it showed its dis- 
satisfaction with the Maryland scope rule by allowing the discretion of the trial court to temper 
the rule. Black v. First Nat’l Bank, 96 Md. 399, 54 Atl. 88 (1903). Thus the Guy case prob- 
ably shows merely a new view of scope rather than a different waiver principle. 


5 Notes 3 and 4 supra; People v. O’Brien, 66 Cal. 602, 6 Pac. 695 (1885); Disque v. State, 
49 N.J.L. 249, 8 Atl. 281 (1887); People v. Webster, 139 N.Y. 73, 84, 34 N.E. 730, 736 (1893). 
But see Rea v. Missouri, 17 Wall. (U.S.) 532, 542 (1873), “a greater latitude is undoubtedly 
allowable in the cross-examination of a party who places himself on the stand than in that of 
other witnesses.’’ Here the interplay of waiver and scope is again apparent. In contrast, the 
rule is sometimes more strictly applied in favor of the criminal defendant. State v. Lurch, 12 
Ore. 99, 6 Pac. 408 (1885). 

In Missouri different rules were set up by statute. State v. Turner, 76 Mo. 350 (1882). The 
scope of cross-examination is defined to extend to the entire case, except where a defendant in 
a criminal case testifies in his own behalf. Mo. Rev. Stat. 1929, § 1727. Mo. Rev. Stat. 1899, 
§ 2637 defined the limit of permissible cross-examination of an accused as reaching only to 
matters relevant to the testimony in chief. This section has been repealed. Mo. L. 1921, p. 
392. 


6 Bolling v. United States, 18 F.(2d) 863, 865 (1927); 4 Wigmore Evidence §§ 2260, 2268, 
2276 (2d ed. 1923). 
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against self-incrimination only as to matters testified to on direct examination.’ 
He must fill out the story which he gave on direct examination but he need 
not answer questions with regard to other incriminating facts, even though they 
be relevant to the issue.* On the other hand, where the criminal defendant takes 
the stand a broader rule on waiver of the privilege against self-incrimination 
should be invoked. He has taken the stand voluntarily and should not be heard 
to complain about any questions relevant to the crime in issue whether or not 
pertinent to the matter brought out on direct. Thus under most theories govern- 
ing the extent of the waiver by a criminal defendant, that_waiver will not be- 
come identical with either the rule on extent of the waiver by an ordinary wit- 
witness. Under some interpretations of the statutory formula, however, the 
extent of waiver by the criminal defendant is determined by the rule governing 
scope of cross-examination of ordinary witnesses without regard for the ration- 
ale behind waiver.’ Each of these two doctrines possesses a separate origin, de- 
velopment, and rationale.’® Several theories determining the extent of each have 
been accepted." It is only by a coincidence of one of the theories concerning the 
scope of cross-examination with a particular one of those concerning waiver that 
both considerations can be given effect under an application of the statutory 
rule. When this coincidence is lacking no result can be obtained which is con- 
sistent with the rationale behind each principle. 

The rules governing the scope of cross-examination affect primarily the order 
of proof. A fact is not prevented from being proved merely because it is outside 


the scope of permissible cross-examination. If, for this reason, it cannot be 
shown on cross-examination, the proponent of that fact can call the witness as 
his own to prove it on examination in chief. The privilege against self-in- 
crimination, on the other hand, absolutely prevents the presentation of evidence 
which comes within its pale."? When, therefore, an item of evidence is outside 
the scope of cross-examination but would not be excluded by virtue of the 


7 Graul v. United States, 47 D.C. App. 543, 549 (1918); Lockett v. State, 63 Ala. 5, 11 
(1879); 4 Wigmore, op. cit. supra note 6 § 2276. 

8 Note 7 supra. 9 Note 4 supra. 

t© 4 Wigmore, op. cit., supra note 6, §§ 2250-52, 2276; 3 Wigmore, op. cit., supra note 6, §§ 
1885-90. 

™ 4 Wigmore, op. cit. supra note 6, §§ 2276-77; 3 Wigmore, of. cit. supra note 6, §§ 1860, 
1886-90. 

1 3 Wigmore, op. cit. supra note 6, § 1869; 4 Wigmore op. cit. supra note 6. § 2278. 

By calling an opposing witness as his own a party impairs his right of impeachment, which, 
in a criminal case, may be so important that often the prosecution cannot afford to make the 
defendant its own witness by exceeding the scope of permissible cross-examination. In this 
situation evidence will as a practical matter be excluded if it is outside the scope of cross-ex- 
amination. See Ladd, Impeachment of One’s Own Witness—New Developments, 4 Univ. 
Chi. L. Rev. 69 (1936); 2 Wigmore, op. cit. supra note 6 § 896 et seq. 

13 4 Wigmore, op. cit. supra note 6, § 2268. 
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privilege theory alone, its presentation will be absolutely prevented if the rule 
governing waiver of the privilege is defined by the rule governing the scope of 
cross-examination, though the latter rule was designed only to postpone the 
presentation of the evidence. Conversely, when an item of evidence is within the 
scope of cross-examination but would be excluded by the privilege, an applica- 
tion of the rule governing the scope of cross-examination would allow the admis- 
sion of evidence in direct derogation of the considerations upon which the rule 
for waiver of the privilege is founded. 

A contrast of each of the various views which have been accepted upon the 
waiver of the privilege with each of those dealing with the scope of cross-exami- 
nation will show the effect of settling the two problems under a single rule. 
Prattically every possible combination of each view on one principle with every 
one on the other principle has been accepted in some jurisdiction. 

The most narrow waiver rule states that the privilege can be asserted at any 
time.* This is virtually a denial of the proposition that there can be any waiver 
at all. No possible rule on the scope of cross-examination could be more narrow 
than this. Consequently, the application of any of the various rules governing 
the scope of cross-examination would deprive the accused of his privilege to 
some extent by requiring him to answer questions to which, under this waiver 
rule, he could refuse a reply. Stating waiver in terms of any of these scope rules 
will therefore violate the rationale which warranted the acceptance of this rule 
governing waiver. 


The accused’s appearance has been said to waive his privilege against self- 
incrimination to any matters relevant to the crime with which he is charged." 
The Federal scope of cross-examipati j limi € cross-ex- 


amination to matters concerning the evidence brought out on the examination 
in chief. A determination of the former rule by the latter would cause no change 


in some cases, while in others it would be narrower or wider depending 


44 Wigmore, op. cit. supra note 6, § 2276. 

The apparent advocacy of this view by Judge Cooley in Constitutional Limitations (2d. 
ed. 1871), at page 317, drew adverse criticism from several courts. In a later edition (3d ed. 
1873) Judge Cooley effectually repudiated this view by an explanation of his earlier statement. 

In Georgia a criminal defendant has not been made competent to become a witness at his 
trial. He may make a statement in his defense, but it is not under oath. The statute provides, 
“The prisoner shall not be compelled to answer any questions on cross-examination, should he 
think proper to decline to answer.” Ga. Code 1933, § 38-415. See Hackney v. State, 101 Ga. 
512, 28 S.E. 1007 (1897); Walker v. State, 116 Ga. 537, 42 S.E. 787 (1902). 

*s See note 4 supra; Bolling v. United States, 18 F.(2d) 863 (C.C.A. 4th 1927); State v. 
Thornton, 174 Minn. 323, 219 N.W. 176 (1928); 4 Wigmore, op. cit. supra note 6, § 2276. 

6 Philadelphia & T. R. Co. v. Stimpson, 14 Pet. (U.S.) 448, 461 (1840); 3 Wigmore, op. cit. 
supra note 6, § 1885 et seq. 

This rule is modified in practice because the trial judge is usually given wide discretion. 
Black v. First Nat’l. Bank, 96 Md. 399, 54 Atl. 88 (1903); Bolling v. United States, 18 F. (2d) 
863 (C.C.A. 4th 1927); McBride v. United States, ror Fed. 821 (C.C.A. 8th 1900). See Rea v. 
Missouri, 17 Wall. (U.S.) 532, 542 (1873) note 5 supra. 
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upon the facts involved. When, for instance, the direct examination covers all 
relevant issues, each rule would allow and exclude the same evidence. That 
happy state of affairs is the result of fortuitous combination of facts. In the 
case of a crime involving wholly separate elements,’’ the accused’s testimony 
on one element alone would, under the Federal rule, confine cross-examination 
to the clarification of any half-truths and the filling-in of details. The other ele- 
ments of the crime would be outside the scope of cross-examination. To make 
the scope rule determine the extent of waiver would be to exclude the evidence, 
even though the waiver rationale would not lead to that result. If the direct 
examination should cover more than the crime charged, the rationale of the 
waiver principle would be ignored, under the rules applying to an ordinary wit- 
ness, because the scope of cross-examination would cover more evidence than 
that upon which the privilege was waived. The Connecticut rule on scope of 
cross-examination is more liberal than the Federal rule; it allows the cross-ex- 
aminer to bring out relevant matter not mentioned on the direct examination 
so long as he does not present his affirmative case."* Similarly to the problem 
under the Federal rule, each situation can determine whether the scope of cross- 
examination will be wider or narrower than the extent to which the privilege is 
waived. Insofar as matters connected with the crime charged and not covered 
in the direct examination do not tend to refute the case of the accused,’® they 
will be a part of the prosecution’s affirmative case and therefore outside the 
scope of cross-examintion. Consequently, the waiver theory stated in terms of 
this narrower scope rule will exclude the evidence rather than merely postpone 
it, despite the fact that postponement until the direct examination of the prose- 
cution would be the proper result if the theories were separately considered. 
When the scope is wider than the waiver rule, the same undesirable effect which 
was seen under the Federal rule will result from their fusing, for the situations 
in which that problem arises are identical with those arising under the applica- 
tion of the Federal rule. The rule on scope of cross-examination that was uni- 
versally accepted before the advent of the Federal rule allows inquiry on all 
matters relevant to the issues of the case.”° It is obvious that evidence upon 

*7 For example, proof of criminal intent by similar collatoral crimes. 

*8 Professor Wigmore calls this the Michigan rule. 3 Wigmore, op. cit. supra note 6, § 1889. 
It was set up in Campau v. Dewey, 9 Mich. 381, 419 (1861). This rule seems to have been 
changed in Michigan, however, by the case of Waller v. Sloan, 225 Mich. 600, 196 N.W. 347 
(1923), where the court said that it does not offend justice for a plaintiff to ‘“‘make out his case 
from the cross-examination of the defendant.’’ Connecticut still follows the old Michigan rule. 


Finch v. Weiner, 109 Conn. 616, 145 Atl. 31 (1929). See also Legg v. Drake, 1 Ohio St. 286, 
290 (1853). 

9 For instance, when the defendant’s testimony establishes an alibi and the attempted 
cross-examination concerns a preparatory crime. 

2° Webster v. Lee, 5 Mass. 334 (1809); Waller v. Sloan, 225 Mich. 600 196 N.W. 347 (1923). 
See also Fulton Bank v. Stafford, 2 Wend. (N.Y.) 483, 485 (1829). This latter case has, of 
course, been overruled by Philadelphia & T. R. Co. v. Stimpson, 14 Pet. (U.S.) 448 (1840). 

Professor Wigmore calls this the “‘orthodox”’ rule. 3 Wigmore, op. cit. supra note 6, § 1885. 
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which the privilege is not waived could be within this scope of cross-examina- 
tion. It is not possible, however, for the waiver to be more extensive than this 
scope, for the crime charged must be relevant to the issues of the case. Conse- 
quently, governing the extent of waiver by this rule of cross-examination would 
be subject only to the criticisms which are appropriate when the rationale of the 
waiver rule is submerged. 

Another accepted rule for the waiver of the privilege is phrased identically 
with the Federal rule governing scope of cross-examination: the waiver extends 
only to matters dealt with on direct examination.** Upon the opportune con- 
currence of these two theories, both principles can be given fair treatment when 
governed by the same phrase. Under the other scope rules, however, cross-ex- 
amination is not limited to matters presented in chief. Use of those rules to 
govern the extent of waiver is open to criticism, for the rationale of this waiver 
theory would be ignored. 

Numerous courts have stated, in cases where waiver of the privilege against 
self-incrimination was involved, that the criminal defendant is subject to cross- 
examination under the same rules which apply to an ordinary witness.” This 
is the counterpart of the statutory phrasing under discussion. If those courts 
arrived at that theory of waiver on the grounds which are appropriate to an 
analysis of waiver, not scope of cross-examination, their position is defensible. 
If, however, that rule was obtained by an unconscious substitution of the scope 
of cross-examination rule or by confusion of the two rationales, all of the 
criticisms here made are applicable. 

The English statutory rule confines waiver to the crime charged but does not 
prevent the privilege from barring evidence of collateral criminal acts, even 
though relevant to the crime in issue.”? The effect of the Federal scope rule will 
be wider than this waiver rule in cases in which the direct examination does not 
cover the whole of the crime charged. On the other hand, the Federal scope 
rule may be narrower, for the direct examination might go beyond the crime 
charged. This latter case, however, is not likely to arise.** Most often the di- 
rect examination will cover the whole crime charged and nothing more, and in 
that case the English rule of waiver and the Federal scope rule will be co-ex- 


— v. Sprague, 64 N.J.L. 19, 45 Atl. 788 (1900); 4 Wigmore, op. cit. supra note 6, § 
2276. 

* Whether this statement is meant to cover waiver, scope, or both is usually not clear. The 
statement, however, is frequently repeated. See cases cited in note 2 supra. 

7361 & 62 Vict., c. 36 § 1 (e) and (f) (1898). 

In Maine a statute provides that the defendant in a criminal prosecution who testifies in 
his own behalf ‘‘shall not be compelled to testify on cross-examination to facts that would con- 
vict, or furnish evidence to convict him, of any other crime than that for which he is on trial.” 
Me. Rev. Stat. 1930, c. 146, § 19. This would seem to achieve the same result as the English 
statute, but it has been held not to exclude evidence of independent crimes which are relevant 
and material to the main questions in issue. State v. Witham, 72 Me. 531, 535 (1881). 

*4 The accused will obviously confine his testimony to limits as narrow as possible for the 
very purpose of limiting the waiver. 
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tensive. When collateral crimes, within the privilege under the English rule, 
are relevant to the issues, the other scope rules will be wider than this rule of 
waiver. To permit the prosecution to bring out collateral crimes on cross-ex- 
amination, in conformity with these scope rules, would be in violation of the 
English rule of waiver. 

An extreme rule states that the accused waives his privilege entirely by his 
appearance on the witness stand and that questions about collateral criminal 
acts can be asked for the sole purpose of impeachment.’s All scope rules concur 
in allowing impeachment upon cross-examination.”* The separate rules govern- 
ing ordinary impeachment are added to the two sets of rules already discussed 
and may temper the effect of this rule by an influence upon the interpretation of 
the formula. For example, the New York rule against impeachment by de- 
grading questions*’ may well operate to exclude evidence otherwise admissible 
under the extreme waiver rule. Yet the ever present danger that the rules gov- 
erning impeachment may be submerged in the application of the statutory for- 
mula may make the appearance of the criminal defendant on the stand in his 
own behalf too dangerous to be risked. Impeachment by independent criminal 
acts is apt to result in conviction of the defendant as a tax evader for murder. 

The English statutory rule of waiver should obtain the most desirable result, 
for it will exclude the danger of conviction upon collateral matters and yet re- 
quire waiver wide enough to make possible the disclosure of half-truths by 
cross-examination.** That this rule is not co-extensive with any scope rule in 
every set of facts has already been shown. A satisfactory disposition of the 
problem can only be reached, however, if the courts keep in mind that the doc- 
trine of waiver is entirely separate from that of scope and that a forced connec- 
tion of the two leads only to ambiguity. 


DISTRIBUTION OF THE PROCEEDS FROM A DELAYED SALE 
OF UNPRODUCTIVE TRUST INVESTMENTS—NEW 
FORMULAS FOR OLD 


When property settled in trust for successive beneficiaries is or becomes 
wholly or partly unproductive, and there is a sale only after a reasonable delay, 
the trustee is faced with the problem of equitably distributing the sale proceeds. 


2s State v. Griffin, 201 N. Car. 541, 160 S.E. 826 (1931); People v. Webster, 139 N.Y. 73, 84 
(1893). The general view seems to be that there is no waiver of the privilege in regard to inde- 
pendent crimes when they are used merely for impeachment purposes. Clapp v. State, 94 
Tenn, 186, 30 S.W. 214 (1895); State v. Banks, 258 Mo. 479, 167 S.W. 505 (1914). Cf. State 
v. Pancoast, 5 N.D. 516, 551, 67 N.W. 1052, 1062 (1896). 

* 2 Wigmore op. cit. supra note 6 § 914. 


27 Lohman v. People, 1 N.Y. 379 (1848). This rule remains only in a few jurisdictions. 2 
Wigmore op. cit. supra note 6 § 914. Cf. State v. Rozum, 8 N.D. 548, 80 N.W. 477 (1899), 
where the court held that degrading questions would be allowed. 


8 It is true that the English rule prevents the showing of preparatory crimes on cross-ex- 


amination, but these crimes, since relevant to the issues of the case, may be proved by inde- 
pendent witnesses. See 4 Wigmore, op. cit. supra note 6, § 2277. 
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The source of the difficulty in such cases is the fact that during the interval of 
unproductivity, which may run into several years, the life-tenant has received 
very little or no income. Several factors—the varying nature of the res, the 
fluctuations in its value, and the presence of taxes, carrying charges, and what- 
ever income has actually been produced—combine to make the problem a per- 
plexing one. The frequency of the problem during the depression has produced a 
number of cases,’ some uniform legislation,? and a not inconsiderable amount of 
commentary.’ Nevertheless, neither the results reached at present nor the ra- 
tionale offered are entirely satisfactory. 

The intention of the settlor might seem to afford the best answer to the double 
question: should the life-tenant receive a share of the proceeds and if so, how 
large a share? It is clear that the settlor might expressly provide that there be 
no apportionment of the proceeds between the two beneficiaries or that there 
be apportionment in a given ratio, however arbitrary.‘ But in the absence of 
express intention, he seems to have intended three incompatible results: first, 
that the life tenant of whom he is often said to be especially solicitious’ get in- 


* During the interval from 1929 to 1937 more than twelve cases have been reported. It 
should be noted that the amount of actual litigation does not reflect the frequency of the prob- 


lem since a rule designed primarily for the guidance of trustees can be established with an econ- 
omy of cases. 


? Uniform Principal and Income Act § 11, 9 U.L.A. (Sup. 1936) 196. The Act has been 
enacted in Oregon and Virginia; Ore. Code Supp. 1935, §§ 63-1201 to 63-1214, Va. Laws 1936, 
C. 432. 

34 Bogert, Trusts and Trustees § 825 ff. (1935); Rest., Trusts § 240 (1935); Brandis, 
Trust Administration: Apportionment of Proceeds of Sale of Unproductive Land and of Ex- 
penses, 9 N.C.L. Rev. 127 (1931); Bailey and Rice, Duties of a Trustee with Respect to De- 
faulted Mortgage Investments, 84 U. of Pa. L. Rev. (1935); Farb, Distribution of Proceeds on 
Sale of Properties under Foreclosed Mortgages, 57 Trust Companies 245 (1933); Note, 40 
Yale L.J. 275 (1930); Note, 49 Harv. L. Rev. 806 (1936). 


4 4 Bogert, Trusts and Trustees § 827 (1935). “The life beneficiary is not entitled to compel 
a sale nor to share in the proceeds of the sale if it is expressly or impliedly provided otherwise 
by the terms of the trust,’’ Scott, Cases on Trusts 576, n. 1 (2d ed. 1931). The same result has 
been reached where retention of the unproductive property has been authorized. 49 Harv. L. 
Rev. 895, 806, n. 2 (1936); Green v. Crapo, 181 Mass. 55 (1902); Jordan v. Jordan, 192 Mass. 
241, 78 N.E. 459 (1906); Martin v. Kimball, 86 N.J. Eq. 169 (1916); York v. Maryland Co., 149 
Md. 608 (1926). See also Creed v. Connolly, 272 Mass. 241, 172 N.E. 106 (1930) (lack of spe- 
cific direction to convert and the absence of extraneous evidence of conversional intent held to 
indicate that the testator intended no apportionment), 40 Yale L. J. 275 (1930). Similarly, the 
intention of the settlor will carry all the income produced by a hazardous or wasting asset to the 
life beneficiary, although ordinarily he is entitled only to the normal trust yield and the excess 
is treated as principal. Frankel v. Farmers’ Loan and Trust Co., 152 App. Div. 58, 136 N.Y. 
Supp. 703 (1912), aff’d 209 N.Y. 593, 103 N.E. 1124 (1913); Gray v. Siggers, 15 Ch. Div. 74 
(1880); Matter of James, 146 N.Y. 78 (1895), Rhode Island Trust Co. v. Bradley, 41 R.I. 174, 
103 Atl. 486 (1918). 

5 Bogart, Trusts and Trustees § 826, n. 74 (1935). ‘‘The settlor is presumed to have more 
interest in the life tenant than in the remainderman, since the former generally is a near rela- 
tive and the latter are usually more remote or unascertained persons.’”’ In re Martens, 39 N.Y. 
Supp. 189, 16 Misc. 245. (1896). See also Lawrence v. Littlefield, 215 N.Y. 561, tog N.E. 611 
(1915); Furniss v. Cruikshank, 230 N.Y. 495, 130 N.E. 625 (1921). See infra, note ro. 





124 THE UNIVERSITY OF CHICAGO LAW REVIEW 


come steadily; second, that the integrity of the corpus be preserved; and finally, 
that the trustee convert the unproductive investment opportunely rather than 
immediately and at a sacrifice. To say this, however, is really equivalent to 
saying that the settlor has not really thought about the problem at all. Since, 
then, his intent is fatally ambiguous or totally non-existent, any attempt to 
execute his intention will in reality amount to applying a rule of law. 

The classic rule of law in these cases has been to find what sum if invested 
at the beginning of the interval of unproductivity would with the income meas- 
ured at the normal trust rate equal the amount of the sale proceeds, and to 
treat the sum so found as principal.® This rule is based on the doctrine of equit- 
able conversion. The trustee had a duty to convert into a productive investment 
immediately ; the property will be treated as though he had in fact so converted.’ 

The discussion in the cases has centered on the problem of whether the trustee 
had a duty to convert immediately.* The solution of this problem, in keeping 
with orthodox notions of equitable conversion, has been sought in the intent of 
the settlor. Thus, if there is an express imperative direction to sell, the rule of 
apportionment is almost uniformly applied.» Where, however, the power of 
sale is not expressly mandatory, and this is the typical set-up, the courts have 


6 It is generally agreed that this procedure stems from the decision of Lord Eldon in Howe 
v. Earl of Dartmouth, 7 Ves., Jr. 127 (1802). The case involved neither a trust nor unproduc- 
tive property; the property involved was overproductive and there was a duty to convert; 
the mechanics of apportionment were properly used to find what the normal income would 
have been. It is not entirely clear how this method, clearly appropriate to the case of overpro- 
ductive property, was carried over to the cases of underproductive property. 

7 See infra note 9. 

§ Note, 40 Yale L. J. 275 (1930); Brandis Trust Administration: Apportionment of Pro- 
ceeds of Sale of Unproductive Land and of Expense, 9 N.C. L. Rev. 127 (1931). See Edwards 
v. Edwards, 183 Mass. 581, 67 N.E. 658 (1903); Furniss v. Cruikshank, 230 N.Y. 495, 130 
N.E. 625 (1921); Matter of Satterwhite, 262 N.Y. 339, 186 N.E. 857 (1933); Creed v. Connelly, 
272 Mass. 241, 172 N.E. 106 (1930). 

9 If the sale and reinvestment can be immediate, the life tenant is adequately protected 
without occasioning an invasion of the remainderman’s interest. From this it is but a short and 
traditional step to a fictitious sale and reinvestment which are treated as having occurred im- 
mediately, or occasionally in testamentary trusts, one year later. In Matter of Satterwhite’s 
Will, 262 N.Y. 339, 186 N.E. 857 (1933). Pound, J. summarized a typical position of a court in 
these cases as follows: “If the language of the will indicates an intention of the testator to 
constitute an imperative power of sale and an equitable conversion of the real estate into per- 
sonalty at the time of the testator’s death, it must be presumed that while the trustees were 
converting the real estate into personalty the right of the life tenant to income was the same as 
if the fund had come into existence immediately after the testator’s death.”’ See also Edwards 
v. Edwards, 183 Mass. 581, 67 N.E. 658 (1903); cf. Taylor v. Clark, 1 Hare 161 (1841) where 
Wigram, C. J., said: ““The court acting upon a general rule feigns the property to be converted, 
as directed by the testator, at the end of one year from his death, and, at least from that time, 
gives to the tenant for life the precise income which would be produced if the property were 
actually so converted, and in its proper state of investment.’’ See Furniss v. Cruikshank, 230 
N.Y. 495, 130 N.E. 625 (1921); 2 Perry, Trusts and Trustees § 549 (7th ed. 1929). The settlor 
may himself fix the time of conversion. Matter of Satterwhite, 262 N.Y. 339, 186 N.E. 857 
(1933). 
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found it necessary to weigh other factors in order to find a duty to convert. 
Thus, courts have considered the degree of kinship to the settlor of the bene- 
ficiaries ;*° what proportion of property in trust was unproductive ;" and whether 
the property was unproductive from the inception of the trust or only became 
so subsequently.” But it would seem that even under a mandatory power of 
sale the trustee has discretion as to when to sell'’ and even under a discretionary 
power he must convert an unprofitable investment'*—hence the distinction be- 


In Furniss v. Cruikshank, 230 N.Y. 495, 130 N.E. 625 (1921), a power of sale was con- 
strued as mandatory though expressly defined as discretionary when testator’s wife and chil- 
dren held the life interest. In Jn re Rowland’s Estate, 273 N.Y. 100, 6 N.E. (2d) 392 (1937), 
the same result was reached under similar facts even though the property became unproductive 
after the creation of the trust. Jn re Martens, 39 N.Y. Supp. 189, 16 Misc. 245 (1896); cf. Creed 
v. Connelly, 272 Mass. 241, 172 N.E. 106 (1930); commented on in Note, 40 Yale L. J. 275 
(1930). 

** If the predominance of unproductive property deprives the life beneficiary of virtually 
all income, the power of sale will almost certainly be interpreted as a mandatory one, working 
an equitable conversion. See Furniss v. Cruikshank, 230 N.Y. 495, 130 N.E. 625 (1921); 
Lawrence v. Littlefield, 215 N.Y. 561, 109 N.E. 611 (1915); Edwards v. Edwards, 183 Mass. 
581, 67 N.E. 658 (1903); Spencer v. Spencer, 219 N.Y. 459, 114 N.E. 849 (1917). Similarly, if 
the life tenant will receive substantially less than the testator intended, this interpretation is 
adopted. Ogden v. Allen, 225 Mass. 595, 114 N.E. 862 (1917) (testator directed that widow 
receive $4,000 annually). In Jn re Marshall’s Estate, 136 Misc. 116, 238 N.Y. Supp. 763 (1930) 
apportionment was denied when the value of unproductive realty was $45,000 and the value 
of the entire trust fund $1,000,000. See also Creed v. Connelly, 272 Mass. 241, 172 N.E. 106 
(1930) (refusal to apportion partly because of small percentage of unproductive property); ¢f. 
Green v. Crapo, 181, Mass. 55, 62 N.E. 956 (1902); Jordon v. Jordon, 192 Mass. 337, 78 N.E. 
459 (1906). 

” This distinction was repudiated in the most recent apportionment case, Jn re Rowland’s 
Estate, 273 N.Y. 100, 6 N.E. (2d) 393 (1937). But see 49 Harv. L. Rev. 805 (1936). 

*3 4 Bogert, Trusts and Trustees § 825 (1935); Ogden v. Allen, 225 Mass. 595, 114 N.E. 862 
(1917); Edwards v. Edwards, 183 Mass. 581, 67 N.E. 658 (1903). In Lawrence v. Littlefield, 
215 N.Y. 561, 109 N.E. 611 (1915), Hiscock, J., said the fact that the power was imperative 
did not deprive the trustee or executor of some discretion as to time and manner of sale or in- 
sure against delay in conversion during which taxes would accumulate. The sale was approxi- 
mately four years after the testator’s death. In Furniss v. Cruikshank, 230 N.Y. 495, 130 N.E. 
625 (1921), where power was construed to be mandatory and the property sold piecemeal at 
intervals from eleven to twenty-eight years after the duty to convert arose, Andrews, J., said; 
“he [settlor] did not require an immediate sale. Speculative conditions were in his mind. The 
property might increase in value. Probably it would. A sale today might result in a sacrifice. 
In this matter he rested on the judgment of the trustees. That judgment rightfully exercised 
might induce them to hold it for years.” 

4 Apart from intent, since unproductive property, unless retention is authorized, is an im- 
proper trust investment, the duty to convert may arise under the general rule of law requiring 
trustees to convert improper investments. 4 Bogert, Trusts and Trustees § 825 (1935). “By 
what is called the rule of Howe v. Earl of Dartmouth, if there is a bequest of one’s personal 
estate or of the residue thereof to be enjoyed by persons in succession, it is the duty of the 
trustee to convert so much of the property as is of a wasting or perishable nature or which is 
unproductive into permanent approved securities. See Ames, 491”’; Scott, Cases on Trusts 
576, n. 1 (2d ed. 1931); Edwards v. Edwards, 183 Mass. 581, 67 N.E. 658 (1903); Rhode Island 
Hospital Trust Co. v. Tucker, 52 R.I. 277, 160 465 (1932). 
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tween the two powers hardly affords a basis for a difference in result."* The fre- 
quency of reversals of the lower court’s interpretation of the settlor’s intention 
on this point bears eloquent testimony to the arbitrary quality of the distinc- 
tion." It is significant that both the Restatement of Trusts"? and the Uniform 
Principal and Income Act" and even a recent case ostensibly applying the com- 
mon law’? have abandoned the intention idiom and simply apply a rule of law 
that in the absence of intention to the contrary, there is a duty to convert and 
consequently there should be an apportionment. 

The Restatement has further suggested a convenient formula for the mechan- 
ics of apportionment under the traditional rule.*° Thus, let x = the sum to 
be found; r = rate of income; ¢ = interval of unproductivity, S = sale pro- 
ceeds. Then: 


xt+art=S, 
x(r+r)=S 


—s 
1+/7t° 


x= 


Thus, the remainderman gets S/(1 + rt); the life tenant S — [S/(1 + r#)]. 

But, even when the intention difficulty is put aside, and algebra is invoked, 
there remains a greater difficulty with the traditional approach. The rationale 
for the formula requires two palpably false propositions. First, it is based upon 
the trustee’s failure to perform his duty to convert, equity treating as done what 
should have been done. But it is uniformly admitted that the trustee has not 


8 In In re Jackson’s Will, 258 N.Y. 281, 179 N.E. 496, 500 (1932), Pound, J., said; “‘The 
distinction between this case and cases where there is no imperative power of sale or equitable 
conversion, where the testator directs the trustees to sell only in their discretion and where it is, 
therefore, said that the only inference is that the testator intended to benefit the principal of his 
estate may not ultimately prevail.’’ But see Jn re Rowland’s Estate, 273 N.Y. 100, 6 N.E. (2d) 
393 (1937) where the same court persisted in verbally preserving the distinction. Cf. Matter of 
Chapal, 269 N.Y. 464 N.E. (1936) (apportionment of proceeds from defaulted trust mortgages 
without searching for an equitable conversion). 

6 Creed v. Connelly, 272 Mass. 241, 172 N.E. 106 (1930); Furniss v. Cruikshank, 230 N.Y. 
495, 130 N.E. 625 (1921); Im re Rowland’s Estate, 273 N.Y. 100, 6 N.E. (2d) 393 (1937); Inre 
Jackson’s Will, 258 N.Y. 281 179 N.E. 496 (1932); Lawrence v. Littlefield, 215 N.Y. 561, 109 
N.E. 611 (1915). 

7 Rests., Trusts § 240 (1935). But see Creed v. Connelly, 272 Mass. 241, 172 N.E. 106 
(1930). 

89 U.L.A. (Supp. 1936) 196, and see note, 40 Yale L. J. 275 (1930). 

19 In re Rowland’s Estate, 273 N.Y. 100, 6 N.E. (2d) 393 (1937). See also Rhode Island 
Hospital Trust Co. v. Tucker, 52 R.I. 277, 160 Atl. 465 (1935); cf. Hite v. Hite, 93 Ky. 257, 
20 S.W. 778, 19 L.R.A. 173 (1892). 

2° Rest., Trusts § 241, comment (e) (1935). 

*t On this step and on the algebra used generally in the note see Rietz, Craythorne and Tay- 
lor, School Algebra: First Course (1900); cf. Hart, Brief College Algebra (1936). 
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violated any duty unless he fails to convert within a reasonable time.” Hence, 
it is peculiar to treat as done that which need not have been done. Further, the 
burden of the loss thus occasioned would not seem to be put on the supposed 
wrongdoer, the trustee, but rather on the innocent remainderman. Second, it 
is based on the assumption that the property increased in value during the peri- 
od of unproductivity by the amount of income which would have been produced 
had there been an immediate sale and reinvestment.” Actually, it is much more 
likely that unproductive property decreases in value and certainly if it does in- 
crease it does so despite and not because it has been unproductive; finally, only 
by a strange coincidence *4 would it increase precisely by the amount of income 
that would have been produced. Consequently, it is somewhat difficult to see 
why apportionment should be based on finding out what sum if invested at the 
current rate at the inception of unproductivity would equal the sale proceeds.*5 

Of course it is not contended that anyone has with complete literalness 
espoused so fictional an approach. But unfortunately once the fiction is taken 
away, the justification for apportionment in this ratio is by no means self- 
evident. 

Under the traditional interpretation of the respective interests of the life 


# Rest., Trusts § 240, comment (f) (1935). See cases cited supra note 13. In Creer v. 
McAleer, 275 Mass. 353, 175 N.E. 761 (1931), a trustee was surcharged for the loss incurred 
in retaining a wasting mining stock beyond a reasonable time. See, generally, Bogert, The 
Trustee’s Duty to Convert Investments, 1 Univ. Chi. L. Rev. 28 (1933). 


23 Conceivably, the assumption might be that the subsequent unproductivity is an indica- 
tion that the property was overvalued and that its real value had it been sold would have 
corresponded to the principal as derived by the formula. But there is no precise relation be- 
tween unproductivity and the value in the sense of what the property could have been sold for 
at the inception of unproductivity. Further, such an assumption makes the equitable con- 
version, even more unsound since the trustee had a duty mot to sell at a sacrifice. 


24 See, however, the example in 4 Bogert, Trusts and Trustees § 825 (1935). 


*s This difficulty apparently was shared by some members of the American Law Institute 
when §§ 240, 241 were being considered: 

Mr. Rose: ‘‘. . . . Now, there is in this proposition something that I absolutely cannot 
grasp. I have tried, and at night I prayed the Lord for guidance and I am just as ignorant now 
as I was when I began. Of course, everything that is in this is perfectly intelligible to these 
learned gentlemen, but it is not for their benefit that this Restatement is being made. It is 
being made for people like me who need guidance. Now, if you will turn to page 84, line 15, 
you will find a statement about delayed resales of unproductive property. Where property 
has been held by the trustee for a rise so that the life tenant gets nothing at all and finally it 
is sold, what shall be done with the proceeds? Now, I have no doubt of the absolute accuracy 
of the rule laid down here, but the trouble is that I have not the slightest idea of what it is or 
how it can be worked out I must say that I stand here as an oasis of ignorance in a 
desert of learning, and while I am alone in this learned body, I represent an enormous class. 
Mr. Lincoln justly said that God must love the common people because he made so many of 
them. Surely he must have loved the simple-minded country lawyers because he has made a 
world of them and there is not one of them that can make head or tail out of that rule.” 
XI Proceedings: American Law Institute 206-7 (1934). Mr. Rose also expressed bewilderment 
at the algebra. 
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tenant and the remainderman, it is not apparent why there should be any ap- 
portionment. If the life tenant gets whatever income is produced and the re- 
mainderman gets corpus per se, it would seem axiomatic that in the absence of 
income the life tenant get nothing. This is further supplemented by the con- 
sideration that the remainder bears the risk of changes in corpus” and that con- 
sequently the life tenant should bear the risk of changes in income. Further, 
since the life tenant is frequently given excess income yielded by legal invest- 
ments,”’ it seems arbitrary not also to impose the burden of deficient income 
upon him. And finally it may be argued that conversion into productive prop- 
erty within a reasonable time is all the protection the life tenant is entitled to 
since this protection can be given without impairing the interest of the remain- 
derman. 

But it is suggested that there is a better view of the respective interests of the 
beneficiaries. They should be regarded not as “owning” the income and the 
corpus respectively, but rather as proportionately sharing the total net value 
arising from the property.** Consider a normal case in which the corpus of 
$100,000 remains constant in value during a five year period and produces 5 per 
cent each year. It is suggested that the life tenant and remainderman (i.e. pres- 
ently, the estate) be viewed as having in fact shared $125,000 in the ratio of 
4 to 1.79 On this approach, if the property is unproductive there is primarily a 
loss of total net value. Since this loss has not been caused by either party and 
cannot be recouped from a wrongdoer, it is suggested that it be apportioned be- 
tween the parties so that the life tenant is made to suffer a deviation from nor- 
mal income in the same proportion that the remainderman is made to suffer a 
deviation from normal corpus. Consequently, if there is only $100,000 instead 
of $125,000 available for distribution, the $100,000 should be shared in the ratio 
of 4 to 1. For subsequent purposes** it will be more convenient to distribute the 

* “‘The remainderman bears the risk of the loss attendant on the fall in the price of the 


capital or its depreciation.” 4 Bogert, Trusts and Trustees § 823 (1935). Uniform Principal 
and Income Act § 3 (2), 9 U.L.A. (Supp. 1936) 196, 199. 


27 4 Bogert, Trusts and Trustees § 822. Goodenough v. Tremamondo, 2 Beav. 512 (1840); 
In re Sheldon, 39 Ch. Div. 50 (1888); Jn re Nicholson, [1909] 2 Ch. 111. 


#8 There is a suggestion of this view in Professor Bogert’s work: ‘“Wherever there is this 
duty to convert and reinvest in ordinary legals for the benefit of the life cestui and remainder- 
man, there is implicitly an intent that thereby the benefits to be derived from the trust shall 
be standardized and equalized so that the life cestui shall get approximately the same degree 
of benefit from the trust as the remainderman and no more... . there is a negation of any 
intent that the life beneficiary shall either be starved due to temporarily unproductive prop- 
erty or flooded with benefits due to speculative condition,” 4 Bogert, Trusts and Trustees 
§ 825 (1935). 

*9 The concept of total net value as used herein means no more than the total value which 
is distributed over a given period of time. It is the value from the property not the value of 
the property in the sense that a cow and two calves might be said to represent the total value 
from the cow over a given period although the value of the cow has remained constant. Fur- 
ther, the remainderman is said to share this only in the sense that his part is preserved for him. 

3° See p. 130 infra. 
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$25,000 loss in the ratio of 4 to 1 and then to deduct the respective shares of the 
loss from normal income and normal corpus." This method, too, can be stated 
algebraically: 


Let L = life tenant’s share of y = current rate of income 
proceeds # = interval of unproductivity 
R = remainderman’s share of x = life tenant’s share of loss 
proceeds y = remainderman’s share of loss 


P = inventory value 
S = sale proceeds 


Assuming P = S then, the loss = rtP. 
x+y=rtP 
ib ari 
riP P 


Solving these simultaneous equations for x: 





x = rly 
Since x = rtP — y 
rtP—y = rty 
ntP = rlyt+y = y(rt + 1) 
_ #tP 
ao + rt 


Further, R = P — y 


rtP (Qa+r)P-—-rtP P+rtP—7rP 
1+7t 1+ 7rt a 1++7i 








It is very striking that in a case where the property has remained constant 
in value, the present formula and the traditional one yield the same result al- 
though the theories used are dissimilar. 

Thus, the Restatement: Thus, the present formula: 
S P 
Tt et 
R S=P 
S R) 
eo in ache 
















x 



















3* This view would seem to be contrary to the traditional common law approach, which uni- 
formly refuses to apportion between equal and irreconcilable claims—as witness conversion 
of chattels, contributory negligence and risk of loss in land contracts. See Gregory, Legislative 
Loss Distribution in Negligence Actions (1936). 
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This is not of course a miraculous coincidence. It is fundamental to both the- 
ories to apportion in the ratio of rt/1 + rt. It should be noted that only a pro- 
portionate amount of the normal income is restored to the life tenant. It is not 
clear under the traditional rationale why he should not be made whole, since 
the purpose of apportionment is to restore the status quo and give him delayed 
income.*? But if the Restatement formula is taken as an algebraic attempt not 
to find out what sum etc. but rather to apportion the total value on hand in 
the fundamental ratio in which the two beneficiaries share, it is correct in this 
case. 

However, this divergence in theory produces crucial differences in other 
cases. Thus, in a case where the property has gone up in value the traditional 
formula apportions the proceeds without taking any cognizance of the well- 
established rights** of the remainderman to the increases in corpus.*4 It is argu- 
able that in this situation capital gains and losses should be apportioned. In 
fact, the theory that has been advocated, viz, pro rata sharing of the total value 
of the property as opposed to segregation of income per se to life tenant and 
corpus per se to remainderman might seem to compel an apportionment. Fur- 
ther, perhaps the best justification for not apportioning capital changes is its 
impracticality in the ordinary case. Thus, if property increases in value from 
$80,000 to $100,000, the gain of $20,000 cannot be separated from the property 
and distributed. Here, however, the property has been transmusted into money 
and can be distributed in any ratio. But it is arguable that capital gains and 
losses adjust themselves since the income is proportionately altered; that there 
is no basis for determining a ratio for apportionment; and that in any case there 
is no more reason for apportionment of capital changes here than in the case of 
productive property since the basis for apportionment is simply loss of income. 
And whatever may be the wisdom of apportioning capital gains, it is certainly 
unwise to apportion a capital gain unwittingly*s in an attempt to apportion only 
a loss of income. This is in effect what the traditional formula does. Under the 
suggested analysis the remainderman gets the benefit of the increase subject 
only to his proportionate reduction because of the loss due to unproductivity. 
Simultaneously there has been an income loss and a capital gain; the loss both 


parties must share, the gain only one party should receive. Algebra does not 
cease to afford a convenient tool. 


# Subsequently in the course of his remarks, Mr. Rose made precisely this suggestion. XI 
Proceedings: American Law Institute 207 (1934). 


33 4 Bogert, Trusts and Trustees § 823 (1935); Uniform Principal and Income Act § 3 (2) 
9 U.L.A. (Supp. 1936) 196, 199; Wood v. Davis, 168 Ga. 564, 148 S.E. 330 (1929); Jn re 
Packer’s Estate, 291 Pa. 194, 139 Atl. 867. And see Ex parte Humbird, 114 Md. 627, 80 Atl. 
209 (increase in value of unproductive land realized). 

34 Rest., Trust. No. 241, comment c (1935). 


ssIt is to be noted that the Restatement expressly excepts the unproductive property 
situation from the operation of the general rule. Rest., Trusts § 233, comment (b) (1935). No 
reason is given for this departure from the usual rule. 
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Had the property been productive it is reasonable to assume the productivity 
would have increased roughly in the same degree as its value increased. Hence, 
this factor should be considered in apportioning the loss. Consequently, the 
normal income is best ascertained by taking the mean between the inventory 
value and the sale proceeds as the principal. Instead of taking the normal trust 
rate on the inventory value as above to determine the loss (rt#P), the trust rate 
is taken on this mean value [(S + P)/2]rt. Thus, the beneficiaries’ share of 
the loss stated algebraically: 


ety arte ig 


But y as we have seen equals 1/(1 + rt) times the loss. 
nies: 

as + rt 2 
Then the remainderman’s share of the proceeds equals his share had there been 
no loss vis. the total proceeds (inventory value plus gain) less his share of the 
loss or y. Thus, 

i.) 85 Se 

nae 1+ rt 2 


A numerical example will illustrate how considerable this difference may 


well be. Thus, consider the case in which property has increased in value from 
$20,000 to $100,000 in four years** and the normal trust rate is 5%. Under the 
traditional method the life tenant would get $16,667; the remainderman 
$83,333.57 Under the suggested method their respective shares would be $10,000 
and $90,000.3* But perhaps more significant is the fact that under the tradition- 
al method the life-tenant will get $4,667 more than he would have received had the 
property at all times remained productive since he would have received 5% of 
$60,000 (the mean value for four years) or $12,000, had there been no unproduc- 
tivity. This result can hardly have been intended by the framers of the formula. 

Where the property has decreased in value the traditional method inadver- 
tently apportions a capital loss. And the results are equally striking. The sug- 
gested formula for the case of an increase works precisely as well here. Assuming 
that in the above case the property had decreased in value from $100,000 to 
$20,000, under the traditional method the life tenant will receive $3,333; the 
remainderman $16,667. Under the suggested method their respective shares 
will be $10,000 and $10,000. 

% This is not by any means an unfair case. Cf. Furniss v. Cruikshank, 230 N.Y. 495, 130 
N.E. 625 (1921); and see Lawrence v. Littlefield, 215 N.Y. 561, 109 N.E. 611 (1915). 


s- . 9 _ _ $100,000 

’ eet oT ae 3 $83,333. 

ie ig ee (S + P) mS me ine ($20,000 + $100,000).20 _ 
eR=S ssa ; rt = $100,000 Se Oe $90,000. 
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Where, as is frequently the case, the property has produced some income dur- 
ing its period of unproductivity, there is again a difference in result. Under the 
traditional method this income is deducted from what otherwise would have 
been the life tenant’s share and is added to the remainderman’s share.’? The 
theory apparently is that the formula yields the amount of income to which the 
life tenant is entitled. Hence, what income he has already received is deducted. 
In addition to being fictitious, this theory fails to explain why the remainderman 
gets thissum. Under the suggested analysis, the income which would have been 


produced diminished by the income actually produced is the loss to be appor- 
tioned. Restating the formula: 


R=S- : ; _ (rtP — i) where i = income actually produced.*° 


The same formula applies where there has been a change in the value of the 
corpus and some income produced, substituting [(S + P)/2] (the mean value) 
for P. Finally, where there is some income in the hands of the trustee which has 
not yet been paid out the traditional method adds the amount to the sale pro- 
ceeds and apportions.* It is hard to see why this case is treated differently from 
the above under the traditional approach. However, the result reached here is 


inadvertently the same result that would be obtained under the suggested 
formula. 


A major problem in these cases has been the allocation of expenses.? These 
are generally of three types: carrying charges, sales expenses, and taxes. The 
traditional method deducts all of these expenses from the proceeds and ap- 
portions the remainder.* This results in an apportionment of the expenses 


39 4 Bogert, Trusts and Trustees § 827 (1935); Restatement, Trusts § 241, comment (1) 
(1935). It is to be noted that § 11 (1) of the Un. Principal and Income Act provides that an 
apportionment be made only if the property produces a net income of less than one percent of 
its inventory value. 9 U.L.A. (Supp. 1936) 196, 201. 


4° Consider a case in which a $12,500 piece of property has produced only $1,000 in 5 years. 
Under the traditional method the $12,500 would first be apportioned in shares of $2,500 and 
$10,000; the $1,000 would then be deducted from the life tenant’s share. Thus, the life tenant 
would receive $1,500; the remainderman $11,000. Under the suggested analysis, the re- 


mainderman would receive $12,500 — eas ($3,125 — $1,000) or $10,800; the life tenant 


$1,700. 


* 4 Bogert, Trusts and Trustees § 827 (1935); Rest., Trusts § 241 comment (d) (1935). 


# 4 Bogert, Trusts and Trustees § 827; Rest., Trusts § 240; Brandis, Trust Administration: 
Apportionment of Proceeds of Sale of Unproductive Land and of Expenses, 9 N. C. L. Rev. 
127, 135 (1931); Note, 40 Yale L. J. 275 (1930); Note, 49 Harv. L. Rev. 806 (1936); Bailey 
and Rice, Duties of a Trustee with Respect to Defaulted Mortgage Investments, 84 U. of Pa. 
L. Rev. 157, 330 (1935). 


43 Edwards v. Edwards, 183 Mass. 581, 67 N.E. 658 (1903); Rest., Trusts § 240, comment 


(d) (1935); Bogert, Trusts and Trustees § 825 (1935). Uniform Principal and Income Act 
§ 11, 9 U.L.A. (Supp. 1936). In Furniss v. Cruikshank, 230 N.Y. 495, 130 N.E. 625 (1921) 
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since apportioning the net proceeds is equivalent to apportioning separately the 
gross proceeds and the expenses and then deducting the shares of the latter 
from the shares of the former. The reason for so doing is not apparent under 
this approach. Normally, such expenses are deducted from income.‘ If the 
traditional method is an attempt to find the delayed income of the life tenant, 
it would seem that expenses should as usual be deducted from his share.*s Of 
course, it is obvious that this might in many cases practically wipe out the life 
tenant’s share and thus defeat the very purpose of apportioning, viz., to put 
some money in the pocket of the life tenant. Granting that there should be 
some apportionment of expenses because the life tenant has a reduced quota of 
income out of which to pay expenses, it does not follow that the above ratio is 
correct. In a typical case this ratio works out so that the remainderman bears 
the major fraction of these expenses which were formerly ex hypothesi borne 
100% by the life tenant. Thus it might plausibly be urged that when the life 
tenant pays the full quota of expenses he does so out of a full quota of income; 
consequently, where his quota of income is reduced his share of the expenses 
should be proportionately reduced. The results under such a method would be 
radically different from those now reached. 

However, the above difficulty is unreal and the suggested solution is conse- 
quently unsound. The error lies in the assumption that in cases of productive 
property expenses are paid out of the life tenant’s share and not out of the re- 
mainderman’s share. Really, the life tenant’s share is not the gross income per 
se but a normal yield of met income. Consequently, since expenses are not de- 
ducted from his net income, it is unreal to say that they are deducted from his 
share. In fact so long as the gross income is sufficient to pay both expenses and 
net income the integrity of the life tenant’s share is preserved exactly to the 
same extent as the integrity of the remainderman’s share despite the fact that 
expenses are paid. When gross income is not sufficient to pay both expenses and 
the current net income, the life tenant’s share would be invaded were expenses 
to be paid out of it. But it is at precisely this point that a case of unproductive 
or underproductive property arises and there is a loss of normal net value to be 
apportioned. Deduction of expense can perhaps be viewed in two ways: either 
there is an apportionment of expenses in a given ratio regardless of whether the 
property is productive or unproductive or there is never an apportionment of 
expenses but merely an apportionment of loss of normal net value. But in 
neither case is there a problem of allocating expenses which is peculiar to cases 


apparently the sale price less cost of sale alone was apportioned and the carrying charges were 
treated as permanent charges on capital. See Matter of Rowland’s Estate, 273 N.Y. 100, 
6 N.E. (2d) 292 (1937); Matter of Satterwhite, 262 N.Y. 339, 342, 186 N.E. 857 (1933). 


44 Bridge v. Bridge, 146 Mass. 373, 15 N.E. 899 (1888); Mulford v. Mulford, 42 N.J. Eq. 
68, 6 Atl. 609 (1886); Matter of Albertson, 113 N.Y. 434, 21 N.C. 117 (1889); Matter of Estate 
of Ardvey, 232 N.Y. 109, 133 N.E. 369 (1921). 


45 See Brandis, op. cit., note 42, supra at 136. 
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of unproductive property. It should then be apparent that the suggested for- 
mula always presupposes net proceeds. Again, the traditional method happily 
reaches the right result. 

The situation in which the life tenant dies during the unproductive interval“ 
might seem to present exceptional difficulties under the suggested rationale. 
Under orthodox conversion, since there is a relation back, little difficulty has 
been felt in allowing the estate to recover for the interval during which the life 
tenant lived, and allowing the next beneficiary to recover for the remainder.‘? 
But there is no genuine obstacle to the same recovery under the theory suggest- 
ed. It is not a question of the cause of action arising after the death of the life 
tenant; really there is no cause of action against the trustee, there is simply his 
problem of apportioning a loss which occurred due to unproductivity. Since 
part of this loss was suffered by the life tenant, while he lived, there is no reason 
for not compensating his estate. 

The major piece of legislation on the problem, the Uniform Principal and 
Income Act, contains a provision deserving of special comment. The act pro- 
vides that the life tenant’s apportioned share should not exceed the amount by 
which the net proceeds exceed the inventory value.** The effect of this proviso 
is to apportion only where and to the extent that the property has increased in 
value; that is, at all times the original corpus is preserved intact for the remain- 
derman. Since, as has been pointed out, it is unusual for unproductive property 
to increase in value, this proviso greatly reduces the scope of the act. Perhaps, 
the most charitable explanation of this provision is the assumption, taking the 
traditional theory literally, that the delayed income has somehow gone into 
the land and resulted in the increase in value. Again it may represent a conces- 
sion to the settlor’s intent that the corpus remain intact. But however ex- 
plained, the proviso strikes a curious compromise. Thus, under the act capital 
changes are apportioned, but under the proviso they are not completely appor- 
tioned. And thus while a minimum corpus is assured to the remainderman, the 
corpus per se is not. It is submitted that the proviso acts as a check but an in- 
explicable check on some of the errors which would result from a more consist- 
ent adoption of the theory embodied in the act. 

Although the case of a defaulted trust mortgage has been treated as un- 
productive property in current discussion, the case deserves some special com- 
ment.” The factual set-up is quite similar to that in the above cases. The un- 

# Brandis, op. cit., note 42, supra at 134. 


47 Matter of Pinkney, 208 App. Div. 181, 202 N.Y. Supp. 818 (1924) aff’d 238 N.Y. 602, 144 
N.E. 909. Contra, Ogden v. Allen, 225 Mass. 595, 114 N.E. 862 (1917). 


48 Uniform Principal and Income Act § 11 (2), provides ‘‘. . . . in no event shall such income 
be more than the amount by which the net proceeds exceed the fair inventory value of the 
property or in default thereof its market value at the time the principal was established as to 
cost where purchased later.”” See Brandis, op. cil., note 42, supra, 127, 136. 

49 There has been a good deal of discussion on this point. See Bailey and Rice, op. cit. note 
42, supra, 178, 327, 625; Brandis, op. cit. note 42, supra, 127, 138; 49 Harv. L. Rev. 805 (1936); 
Rest., Trusts § 241, comment (b) (1935); cf. Bogert, Trusts and Trustee § 820 (1935). 
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productivity results from a failure on the part of the mortgagor to pay interest 
or principal. In the typical case it is some time after default before the trustee 
forecloses and buys in, and finally it is some time after foreclosure before he sells 
the property; the question of equitably distributing these proceeds then arises. 

In a large majority of cases these proceeds have been apportioned not by find- 
ing what sum if invested etc.5° but by comparing the amount due on the interest 
to the amount due on the principal.** In case there is a sale to an outsider at 
foreclosure the propriety of this result is clear since the security is as much se- 
curity for the interest owed the life-tenant as it is for the principal owed the 
remainderman. However, where the trustee buys in at foreclosure and only 
after a period of years sells to an outsider, a whole hearted adoption of the mort- 
gage theory leads to a very complex problem. Thus, if the security is security 
for both, the trustee must have bought in the land for both and thus the life 
tenant has become a pro-rata owner of the land. He is also life-tenant of the 
estate’s share. In the light of this double position of the life-tenant, a careful 
analysis of three problems is required: rate, changes in capital, and distribution 
of whatever income is produced. 

There has been much discussion as to whether the rate at which the life- 
tenant’s share is to be estimated should be the mortgage rate for the interval 
between default and sale; the trust rate for the interval between default and sale; 
or the mortgage rate only for the interval between default and foreclosure and 
the trust rate thereafter. Since the mortgagor has a fixed obligation to pay inter- 
est at the mortgage rate until foreclosure, a strict application of mortgage theory 
would require that the life-tenant’s share be computed at this rate until fore- 
closure. But when the trustee buys in, the beneficiaries become co-owners of the 
land in the ratio that the amount of interest due until default bears to the 
amount of principal due. It is clear that after foreclosure, there is simply a case 
of unproductive realty and the life-tenant’s share should be computed at the 
normal trust rate. However, he is entitled to income from the estate’s share 
only; he is of course not entitled to be compensated for the loss of income on the 
share he owns outright. Hence, although the trust rate would be used, it would 
be used on a reduced principal. A numerical example will illustrate this point. 
Assume a $100,000 principal debt outstanding; 33 yrs. interest owed at 6% until 
foreclosure; and that the propery is unproductive for 3 years after foreclosure 
and is finally sold for $100,000. It is suggested that at foreclosure, the bene- 
ficiaries become co-owners in the ratio of $10,000 to $100,000, that is, the life- 
tenant would own one-sixth of the property outright; the estate the other five- 
sixths. The life-tenant is entitled to be compensated for loss of income on the 

5° Roosevelt v. Roosevelt, 5 Redf. (N.Y.) (1881); Greene v. Greene, 19 R.I. 619 (1896). 
See also Cox v. Cox, L.R. 1869 8 Eq. 343; Parsons v. Winslow, 16 Mass. 361 (1820). 


st Matter of Chapal, 269 N.Y. 464, 199 N.E. 762 (1936); Im re Moore, 54 L. J. Ch. (n.s.) 
432 (1885); Hagan v. Platt, 48 N.J. Eq. 206, 21 Atl. 860 (1891); Meldon v. Devlin, 31 App. 
Div. 146, 52 N.Y. Supp. 172 (1898), aff’d on opinion below, 167 N.Y. 573, 60 N.E. 1116 (1900). 


Ss? See 49 Harv. L. Rev. 805 (1936). 
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estate’s share; there remains then simply a problem of apportioning the loss 
due to the three year unproductivity of five-sixths of the property. This of 
course should be solved in the manner indicated above. 

It should be apparent from what has been said how capital gains or losses 
should be treated. The life-tenant properly gets the benefit of the increase and 
bears the burden of the decrease in the share he owns outright. And as to the 
estate’s share, there is again simply a problem of unproductive property coupled 
with an increase or decrease in corpus. And finally the distribution of whatever 
income has been produced follows the same pattern. 

It has been strongly urged that the mortgage cases should be treated in all 
respects simply as cases of unproductive realty and the traditional method ap- 
plied to both.4 It is true that the literal mortgage theory does lead to rather 
fine spun results when fully and consistently spelled out. Further, it can be 
argued with some force that foreclosure is only an incidental step and that it is 
the ultimate sale to an outsider that is really important. On the other hand it 
seems somewhat peculiar to ignore the well-established characteristics of a mort- 
gage simply for the sale of convenience. In any event if mortgage theory is 
adopted it should be consistently carried out; if the mortgage element is ig- 
nored, the suggested rather than the traditional method of apportioning the 
proceeds from the sale of unproductive realty should be employed. 


53 See p. 131 supra. 


54 49 Harv. L. Rev. 805 (1936). Rest., Trusts § 241, comment (b) (1935). 
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Constitutional Law—Jurisdiction of Federal Courts—Amended Federal Inter- 
pleader Act—[Federal].—The complainant’s testate died in 1934 leaving a large estate 
of intangibles. The tax officials of both Massachusetts and California claimed the 
right to tax the whole of the decedent’s intangible estate, each asserting that the de- 
cedent died domiciled in his state. The complainant, executor of the estate, brought 
this bill under the Amended Federal Interpleader Act," interpleading the officials of 
the two states. The bill requested a temporary injunction against both, a determina- 
tion of the domicil, and a permanent injunction against the official whose claim was 
unsound. From an order granting the temporary injunction, the California official ap- 
pealed. Held, (one dissent), reversed. The suit being in effect against a state, the 
Amended Federal Interpleader Act as construed and applied to confer jurisdiction of 
this case contravenes the Eleventh Amendment. Riley v. Worcester County Trust Co. 

By overlooking the realities of the problem involved and placing reliance upon pro- 
cedural form, the court in the instant case has blocked one of the few conceivable es- 
capes from the gross injustice of double inheritance taxation based upon conflicting 
domiciliary determinations.} The executor may oppose the collection of the taxes in 
courts of the respective jurisdictions but is faced with the likelihood that each court 
will declare the decedent’s domicil to have been in its state, as was done in the famous 
Dorrance cases,‘ despite the fact that it is impossible for one to be domiciled in two 
places at the same time.’ Conceivably an original bill in equity might be brought in 
the United States Supreme Court interpleading the two states on the theory that the 
controversy is between the states and the executor is merely a formal disinterested 
party.® Under this theory, however, the executor would be unable to oppose the higher 


? 49 Stat. 1096 (1936), 28 U.S.C.A. § 41 (1937). 

289 F. (2d) 59 (C.C.A. 1st 1937) reversing Worcester County Trust Co. v. Long, 14 F. 
Supp. 754 (1936) noted in 15 Chi-Kent L. Rev. 41 (1936), 25 Georgetown L. J. 760 (1937), 
49 Harv. L. Rev. 1378 (1936), 31 Ill. L. Rev. 546 (1936), and 11 Temple L. Q. 103 (1936). 

3 For the most famous example see: Dorrance’s Estate, 309 Pa. 151, 163 Atl. 303 (1932), 
cert. denied, 287 U.S. 660 (1932); New Jersey v. Pennsylvania, 287 U.S. 580 (1932); In re Dor- 
rance, 115 N.J. Eq. 268, 170 Atl. 601 (1934); id. 116 N.J. Eq. 204, 172 Atl. 503 (1934) aff’d, 
Dorrance v. Thayer-Martin, 13 N.J. Misc. 168, 176 Atl. 902 (1935); Hill v. Martin, 296 U.S. 
293 (1935). 

4 See Dorrance’s Estate, 309 Pa. 151, 163 Atl. 303 (1932), cert. denied, 287 U.S. 660 (1932); 
In re Dorrance, 116 N.J. Eq. 204, 172 Atl. 503 (1934). 

5 United States ex rel. Thomas v. Day, 29 F. (2d) 485 (1928); Rest., Conflict of Laws § 11 
(1934); Dicey, Conflict of Laws 88 (4th ed. 1927). 

® Certainly after interpleader is granted this is true. Anonymous, 1 Vernon 351 (1865) (on 
death of complainant thereafter, the suit may continue without substitution of his successor, 
for he is without interest); see Chafee, The Federal Interpleader Act of 1936: I, 45 Yale L. J. 
963 (1936), that if the executor deposits the amount of the larger tax with the court, he is a 
mere stakeholder and withdraws from the proceeding. 


137 





138 THE UNIVERSITY OF CHICAGO LAW REVIEW 


tax;7 and further, the Supreme Court might reject the theory suggested and sustain the 
objection that the bill violated the eleventh amendment in that it was a suit “com- 
menced against one of the United States’’* by a citizen of another state. The matter 
might voluntarily be submitted to an impartial tribunal by the states themselves, by 
intervention by one state or its officer in a suit against the other, as in a recent New 
York case, or by an original bill in the United States Supreme Court by one state 
against the other, as presently is being done by the State of Texas in a like situation.’* 
These two latter methods, however, may not be used unless at least one state consents. 
The Interpleader Act was intended by Congress to supply a remedy for the situation 
of the instant case," yet the court failed to recognize the principle that an act should 
be upheld whenever any reasonable interpretation will permit.’ Unless interpleader 
with its nation-wide service of process is permitted, no certainty of redress may be 
had. 

The court in the instant case relied upon the Eleventh Amendment, which pro- 
hibits extension of the judicial power of the United States to “‘any suit in law or equity, 
commenced or prosecuted against one of the United States by Citizens of another 

3 The amendment was adopted in 1798 to reestablish the traditional 
doctrine that freedom from suit is an essential attribute of sovereignty, previously 
derogated by the Supreme Court in Chisholm v. Georgia.*4 To avoid the harshness of 
this provision, the Supreme Court evolved the so-called doctrine of Ex parte Young,'s 
that a suit for an injunction against a state official based on allegations of threatened 
unlawful action is not prohibited therein, for it is a suit against the official as an in- 
dividual. In refusing to apply this doctrine to the instant case, the court utilized a 
most obvious, but formalistic, argument based solely upon the unique nature of inter- 
pleader. It is apparent from the nature of the bill that one official, yet unascertained 
which one, is acting lawfully. Hence, the court argued, the requirements of Ex parte 
Young were not met. The bill, however, alleges that one or the other official is acting 
unlawfully; so neither official can point out that the suit against him fails to come with- 
in Ex parte Young. The purpose of the eleventh amendment is not violated, for sover- 
eignty of the states is not involved. Realistically, Ex parte Young requires only a bona 
fide claim of unlawful action. The bona fide claim of the executor in the instant case 
that either official is acting unlawfully is fortified by the fact that one of them certainly 
is. Had separate suits been brought against both of the tax officials in the federal 
courts, jurisdiction would be assumed without question,'? though the same possibility 


7 See Killian v. Ebbinghaus, 110 U.S. 568 (1884). ® U.S. Const., 11th amend. 

9 In re Trowbridge’s Estate, 266 N.Y. 283, 194 N.E. 756 (1935). 

10 See Texas v. New York, 57 S. Ct. 610, 926, 935 (1937). 

™ 79 Cong. Rec. 6711 (1935). 

1 Willoughby, Const. Law of the United States § 26 (2d ed. 1929); Sinking-Fund Cases 99 
U.S. 700 (1878); El Paso & N.E. Ry. Co. v. Gutierrez, 215 U.S. 87 (1909). 

3 U.S. Const. 11th amend. 

™4 2 Dall. (U.S.) 419 (1793). See Hans v. Louisiana, 134 U.S. 17 (1889). 

§ 209 U.S. 123 (1907). 

"6 See also Allen v. Baltimore & Ohio Ry. Co., 114 U.S. 311 (1884); In re Tyler, 149 U.S. 
164 (1893); Prout v. Starr, 188 U.S. 537 (1903); Sterling v. Constantin, 287 U.S. 378 (1932) 

17 See Hill v. Martin, 296 U.S. 393 (1935). 
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that either was acting lawfully would exist. And if the suits could be brought in the 
same jurisdiction and consolidated, it is inconceivable that jurisdiction would be de- 
feated. Thus, a decision upholding this action would require no invasion of state sover- 
eignty by a more liberal interpretation of the amendment, but merely a slight adapta- 
tion of a firmly established principle to a situation only formally different from those 
of its traditional application. 


Corporate Reorganization—Extraterritorial Jurisdiction of Reorganization Court 
over Debtor’s Claim against Non-resident—(Federal].—Trustees of the debtor cor- 
poration claimed that the defendants, residents of Illinois and Delaware, received prop- 
erty from the debtor corporation without consideration therefor, and instituted suit for 
an accounting and judgment in a Federal district court of Mississippi. The defend- 
ants were served in their respective states and appeared specially to object to the juris- 
diction of the court. On appeal from the action of the district court in dismissing the 
suit, held, affirmed. The dismissal for lack of jurisdiction was proper notwithstanding 
§ 77B(a) of the Bankruptcy Act' which provides that the court shall “have exclusive 
jurisdiction of the debtor and its property wherever located... .. ” Bovay v. Byllesby 
& Co.? 

Courts and writers alike have suggested that a reorganization court should have 
extraterritorial jurisdiction to facilitate the reorganization and the management of the 
corporate business.’ It has been held that the jurisdiction of the reorganization court 
is nationwide over tangible property to which the debtor claims title.‘ There is no 
unanimity, however, among the several courts which have considered the problem of 
extraterritorial jurisdiction over choses in action. In Thomas v. Winslow,5 it was de- 
cided that a reorganization court could extend its process beyond its territorial limits 
in a suit upon a chose in action, for a chose in action, even though unliquidated, is 
property in the possession of the debtor. Both the instant case and United States v. 
Tacoma Oriental S. S. Co.6 seem to be holdings directly contra. 

Section 77B(a) contains no express provision for extraterritorial service of process 
upon one claiming title adversely to the debtor corporation. The exercise of nation- 
wide control in such cases is a matter of discretion.” It has been urged that the court 
should weigh all conflicting interests in deciding whether or not the necessity of central- 
ized administration requires extension of territorial jurisdiction. The hardship upon 
one who is put to the disadvantage and expense of making his defense in a foreign 
jurisdiction may conceivably be affected by the validity of the claim. The hardship 


‘11 ULS.C.A. § 207 (1936). * 88 F. (2d) g9o (C.C.A. sth 1937). 

3 Continental Illinois National Bank & Trust Co. v. Chicago R. I. & Pac Ry., 294 U.S. 648 
(1935); Gerdes, Jurisdiction of the Court in Proceedings Under Section 77B, 4 Brooklyn L. 
Rev. 237 (1935). 

‘In re Greyling Realty Co., 74 F. (2d) 734 (C.C.A. 3d 1935); see also, Continental Illinois 
National Bank & Trust Co., note 3 supra, which is widely cited as a leading authority by 
cases coming under § 77B of the Bankruptcy Act, but which construes the identical provision 
under § 77. 

S11 F. Supp. 839 (N.Y. 1935). 6 86 F. (ad) 363 (C.C.A. oth 1936). 

7 In re Midland United Co., 12 F. Supp. 502 (Del. 1935). 
§ See 49 Harv. L. Rev. 797 (1936). 
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upon one whose defense to the claim of the debtor appears worthless is much less than 
upon one whose defense seems so clearly valid that the claim of the debtor against him 
is groundless. This rationale affords a basis for the reconciliation of the cases involving 
choses in action. In Thomas v. Winslow® the taking by the defendant was so clearly 
wrongful that it was hardly conceivable that he could raise a valid defense. In the in- 
stant case and in the Oriental Steamship case the likelihood of a successul defense was 
not similarly lacking. Although no case has yet arisen in which the court has refused 
to exercise extraterritorial jurisdiction over tangible property of the debtor, there 
would seem to be no reason why the same distinction should not there be made. In 
various situations involving tangible property a valid defense may be available to the 
adverse party.'® Since, however, the wrong done to the tangible property by the ad- 
verse claimant will often be in violation of the four month limitation, it is conceivable 
that the reorganization courts, in their desire to formulate a rule of thumb, may refuse 
to recognize the suggested distinction. 

In bankruptcy proceedings, the courts have refused to exercise summary jurisdic- 
tion over property to which a third party claimed more than a colorable title, even 
though the property was within the territorial jurisdiction of the court." In a reorgani- 
zation proceeding the court on analogous reasoning might deny extraterritorial juris- 
diction, believing that to force one having more than a colorable claim to go to the re- 
organization court would impose too great a hardship on him. The Supreme Court 
has held that under § 77B(c)(10) the staying by a reorganization court of a suit brought 
by a creditor against the debtor corporation is not a matter of right to which the debtor 
is entitled, but is within the discretion of the court.'? A similar conclusion under § 77B 
(a) would not be an undue extension of the doctrine advanced in that case." It is to 
be regretted that the proposed bankruptcy reform bill'* by incorporating the “exclu- 


sive jurisdiction” clause of § 77B(a), fails to resolve this ambiguity. 


Criminal Law—Double Jeopardy—[Minn.|.—The defendant’s automobile collided 
with another, killing A and B, the occupants of the other car. The defendant was ac- 
quitted of a third-degree murder charge arising out of the death of A. At trial for the 
death of B, he pleads former jeopardy. The question was certified to the Minnesota 
Supreme Court. Held, that, since two separate offences were involved in the defend- 


ant’s single act, the plea must fail and the defendant must stand trial for the death of 
B. State v. Fredlund.* 


9 Note 5 supra. 

%© For example see: Im re Frances E. Willard National Temperance Hosp., 87 F. (2d) 894 
(C.C.A. 7th 1936) (that mortgagee in possession after condition broken is, under Illinois Law, 
the owner of the property and may not be ousted in proceedings under 77B); Jn re Lake’s 
laundry, 79 F. (2d) 326 (C.C.A. 2d 1935) (that conditional vendor under the state law retained 
title to the property and right to possession on default, and the vendor’s title negatived suf- 
ficient “property” in the debtor to include the chattel within the plan of reorganization). 

™ Hinds v. Moore, 134 Fed. 221 (C.C.A. 6th 1905); Im re Luken, 216 Fed. 890 (C.C.A. 7th 
1914); see Gerdes, note 3, supra at pp. 245 et seq. 

™ Foust v. Munson S. S. Lines, 299 U. S. 77 (1936). 

3 See In re Midland United So., note 7, supra. 

™ Chandler Bill, H.R. 8046, 75th Congress, 1st Session, July 28, 1937, ¢. X, art. ITI, § 111. 

* 273 N.W: 353 (Minn. 1937). 
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The test employed in determining when offenses are the same, and the one purport- 
edly followed in the instant case, is that they are the same whenever evidence adequate 
to the one indictment will equally sustain the other.’ It is true that under this test, 
more than one offence can arise from acts occurring on one occasion. Thus, one who 
kills two people in the same affray may be tried separately for both killings.» Even 
where only one act occurs, several offences may arise. Thus, the act may involve two 
different types of crime.‘ 

When, as in the instant case, a single act results in the same type of injury to two 
different people, some courts have interpreted the test as indicating that two offences 
have occurred.’ However, in People v. Majors, the statement of the court is merely 
dictum. The Browning case is in point however. There, as in the principal case, the 
court decided that different evidence was necessary to sustain each indictment, i.e., 
proof of injury to a different person. This seems an unnecessarily narrow interpreta- 
tion of the test, especially in the present case, since it is conceded in the question as 
certified that both killings resulted from the same accident, leaving in issue only the 
question of whether the defendant’s conduct at the time of the accident was such as to 
render him criminally responsible for the results of the accident. His acquittal in the 
first case settled that issue. This first verdict did not mean that he had not caused the 
death of A, but rather that his conduct was not criminal in spite of the fact that it 
had caused that death. The fact that it also caused another death cannot make it so, 
and the state is not entitled to have that issue tried again because of an immaterial 
change in the nature of the evidence to be introduced.? 

The court’s analogy to the availability of separate civil suits is not compelling. 
Since in civil actions for damages, the injured parties are not identical, separate actions 
may be maintained, but in criminal prosecutions, the state is the only injured party, 
and it should be allowed to seek satisfaction only once.*® 


2 Bishop, Criminal Law § 1051 (oth ed. 1923); see also Carter v. McClaughrye, 183 U.S. 
365 (1902); Gavieres v. United States, 220 U.S. 338 (1911); Morey v. Commonwealth, 108 
Mass. 433 (1871). 


3 Commonwealth v. Anderson, 169 Ky. 372, 183 S.W. 898 (1916); State v. Billoto, 104 Ohio 
St. 13, 135 N.E. 285 (1922). 


4 See People v. Brannon, 70 Cal. App. 225, 233 Pac. 88 (1924) (held, charges of assault with 
intent to kill X, and of murdering Y may arise out of one act); State v. Rose, 89 Ohio St. 383, 
106 N.E. 50 (1914) (held, one act of intercourse may result in prosecution for both rape and 
contributing to the delinquency of a minor); United States v. Lanza, 260 U.S. 377 (1922) (one 
state and one federal statute violated); Gavieres v. United States, 220 U.S. 338 (1911) (two 
territorial statutes violated); there may also be separate prosecutions for violation of two 
statutes by the same act. 


5 See Commonwealth v. Browning, 146 Ky. 770, 143 S.W. 407 (1912) (two people hit by one 
bullet); People v. Majors, 65 Cal. 138, 3 Pac. 597 (1884); but see contra, Clem v. State, 42 Ind. 


420 (1873) (same facts); People v. Vitale, 364 Ill. 589, 5 N.E. (2d) 474 (1936) (ten people killed 
as result of one act of arson). 


* See Smith v. State, 159 Tenn. 674, 681, 21 S.W. (2d) 400 (1929). 
7 See 1 Bishop, Criminal Law § 1061 (1) (oth ed. 1923). 


* State v. Cosgrove, 103 N.J. L. 412, 135 Atl. 871 (1927); Smith v. State, 159 Tenn. 674, 
21 S.W. (2d) 400 (1929). 
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Criminal Law—Manslaughter—Liability of Non-driving Automobile Owner— 
[New York].—The defendant, aware of the defective condition of the brakes on his 
car, lent it to another who was also familiar with the condition of the brakes. While 
using the car in the commission of his own business, the borrower, because of the faulty 
brakes, struck the deceased and inflicted injuries which caused her death. Held, both 
the defendant and the borrower guilty of manslaughter in the second degree. People v. 
Rauch. 

Although this seems to be a case of first instance, it does not present any inherently 
new problems which have not been dealt with by both tort and criminal law. Formerly, 
non-driving automobile owners were held liable in tort only where the principle of 
respondeat superior could apply.? Increased development and use of automobiles and 
the dangers created thereby accentuated the need for a more exacting liability. To 
meet this need, the fiction of respondeat superior was stretched, by many courts, be- 
yond its normal borders in the development of the family car doctrine.‘ Moreover, 
in many cases, where the facts paralleled those in the instant one, the owner was held 
liable in tort.s 

This expansion of social responsibility was not confined to tort law, but also has 
found expression in the criminal law. It has been held that an officer of a railroad 
could be guilty of manslaughter where negligence was shown in hiring of incompetent 
engineers or the control of train operations.’ Similarly, an owner, who knowingly 
permitted an intoxicated driver the use of his car, has been held guilty of manslaugh- 
ter.7 Since an accident may be caused either by an incompetent driver or a defective 
car, and since there seems to be no significant difference between lending a defective 
car to a competent driver or lending a good car to an incompetent driver, the result in 
the instant case appears correct. Unless perhaps the driver of the car intentionally 
caused the homicide, a court, as in the tort cases,* should have no difficulty in estab- 
lishing the necessary causal relationship.» Such could be found in the defendant’s 
reckless disregard of the safety of others in permitting the use of his defective car. 

The trend suggested by the decision in the instant case would not make criminal 


* County Court of Queens County, N.Y. (No opinion—appeal pending.) 


2 See Fallon v. Swackhamer, 226 N.Y. 444, 123 N.E. 737 (1919); Halverson v. Blosser, 101 
Kans. 683, 168 Pac. 863 (1917). 


3 See Babbitt, The Law Applied to Motor Vehicles § 1178 (3d ed. 1923), 36 Harv. L. Rev. 
102 (1922). 

4 Typical of such distortion is King v. Smythe, 140 Tenn. 217, 204 S,W. 296 (1918); also 
see Lynch v. Dobson, 108 Neb. 632, 188 N.W. 227 (1922); Graham v. Page, 300 IIl. 40, 132 
N.E. 817 (1921) (dictum); Babbitt, The Law Applied to Motor Vehicles § 1179 (3d ed. 1923). 

5 Donovan v. Garvas, 121 Misc. 24, 200 N.Y. Supp. 253 (1923); Foster v. Farra, 117 Ore. 
286, 243 Pac. 778 (1926); Hinsch v. Amirkanian, 145 Atl. 232 (N.J.L. 1929); also see 7-8 
Huddy’s Cyclopedia of Automobile Law § 88 (oth ed.). 

6 People v. Smith, 56 Misc. 1, 105 N.Y. Supp. 1082 (1907). 

7 State v. Hopkins, 147 Wash. 198, 265 Pac. 481 (1928) certiorari denied, 278 U.S. 617 
(1928); Ex parte Liotard, 47 Nev. 169, 217 Pac. 960 (1923). 

8 See note 5 supra. 


91 Wharton’s Criminal Law § 194, 204 (12th ed. 1932); see Cahill’s Consol. Laws of N.Y. 
1930, C. 41, § 1052 (3). 
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liability coextensive with that in tort. The directed verdict'® and the statutory neces- 
sity for the jury to find “culpable” negligence would afford sufficient safeguards 
against any extreme applications,** whatever meaning may be given “culpable.” 


Declaratory Judgment—Alternative or Exclusive Remedy—{Ohio|.—The plaintiff 
lessor, having given due notice of default in payment of rent and taxes on the part of 
the defendant lessee, served him with notices of intention to terminate their ninety-nine 
year lease and to reenter the premises as stipulated in the forfeiture clause. Demand 
for possession not being complied with, the lessor brought an action under authority 
of the Uniform Declaratory Judgment Act! asking the court to declare, (a) the lease 
terminated, (b) that the lessor had the right to reenter the premises, and (c) that the 
lessee be ordered to surrender possession thereof. The lower court refused a declara- 
tion on the ground that the plaintiff has full and complete remedies in either statutory 
action of forcible entry and detainer or an action of ejectment. The plaintiff appeals. 
Held, judgment affirmed. Proceeding for declaratory judgment is not substitute or 
alternative for common-law actions. Eiffel Realty & Investment Co. v. Ohio Citizens 
Trust Co. et al? 

The majority opinion seems to have lost sight of the purpose and intent underlying 
the Uniform Declaratory Judgment Act. The requirements of modern practice de- 
mand a liberal interpretation of the Act. The declaratory judgment includes, but is 
not to be confined to, cases which are justiciable but which are not yet ripe for coercive 
relief. In this type of case declaratory judgment is exclusive. However, there is an- 
other type of case which was meant to be included under the Uniform Declaratory 
Judgment Act, namely, that in which the plaintiff has a right to ask for consequential 
relief, but, because of a desire to maintain relations with the defendant or a belief that 
a mere declaration of rights would suffice, he does not wish to demand the exacting 
and final results of ordinary coercive relief. English practice,’ the terms of the Uni- 
form Declaratory Judgment Act,‘ and the majority of the American state decisions’ 
affirm this option of declaratory or coercive relief. To the contrary are New York de- 
cisions on which the Ohio court heavily relied. However, while broad discretion is 
granted New York courts by the New York Civil Practice Act,® in Ohio discretion of 
the court is restricted to refusing a declaratory judgment only when it will not ter- 
minate the controversy or remove uncertainty.’ 


©  Wharton’s Criminal Law § 397 (12th ed. 1932). 
™ See Cahill’s Consol. Laws of N.Y. 1930, c. 41 § 1052 (3). 


2 Note possible application by analogy to doctrine of MacPherson v. The Buick Motor Co., 
217 N.Y. 382, 111 N.E. 1050 (1916). 


* Throckmorton’s Ohio Code 1936, § 121021 to 12102-16. 


28 N.E. (2d) 470 (1937). Contra, Stephenson v. Equitable Life Assurance Soc. 5 U.S. Law 
Wk. 141 (U.S.C.C.A. 4th 1937). 


3 English Order XXV, Rule 5 of Supreme Court Rules of 1883, Statutory Rules and Orders 
Ito. 


4 Throckmorton’s Ohio Code 1936, §12102-1, 12102-5, 12102-6, 12102-8, 12102-12, 
12102-15. 
$ For full citation of cases see Borchard, Declaratory Judgment 151-153 (1934). 
®N.Y.C.P.A. 1931, § 473, Rules of Practice 212. 
7 Throckmorton’s Ohio Code 1936, § 12102-6. 
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Even were the court correct in refusing declaratory relief, nevertheless it should 
have given the plaintiff some relief. Under the codes the old forms of action have been 
abolished,* and it is the general rule that where facts stated show some right of re- 
covery the litigant should not be thrown out of court merely because he may have mis- 
conceived the form of relief to which he is entitled.» In Lisbon Village Dist. v. Town 
of Lisbon,'® wherein the Supreme Court of New Hampshire deemed the declaratory 
judgment statute inapplicable, the court stated that “The proceeding otherwise prop- 
erly brought is not to be dismissed because erroneously entitled.’”’" and then went on 
to give the proper relief. In the instant case, since the court stated that an action of 
ejectment would lie, it is difficult to see why the case was not remanded. By rendering 
a final judgment the court not only caused a great deal of unnecessary expense in time 
and money for all parties concerned,'? but seems to have established, in direct contra- 
vention of the code principles, new “forms of action.” 


Fraudulent Conveyance—Community Property—Future Interests—[Federal].— 
The plaintiff held an unsatisfied judgment against a wife who had an interest in com- 
munity property. The plaintiff sued unsuccessfully to reach the community property." 
The husband, suffering from an incurable disease, then joined the wife in a voluntary 
conveyance of the community property to their son. One year later the husband died. 
The plaintiff then sued to have the conveyance set aside alleging a secret trust. On 
appeal from a dismissal of the complaint, held, affirmed. Since the wife’s interest in the 
community property was not subject to the plaintiff’s claim at the time of the convey- 
ance, the conveyance irrespective of the intention of the parties cannot be set aside. 
Citizens Nat'l Bank at Brownwood, Texas v. Turner et al 

The various rights of the spouses in community property, an estate created solely 
by statute,; are difficult to classify. But the court’s classification of the wife’s future 
interest as one not subject to creditors’ claims presently is by no means a necessary 


® See Ohio Const. art. 14, § 2; Throckmorton’s Ohio Code 1926, § 11238; also Phillips, 
Code Pleading § 172 (2d ed. 1932). 

9 Nelson v. Fry, 16 Ohio St. 553 (1866); Jones v. Timmons, 21 Ohio St. 596 (1871); Railway 
Co. v. Kessler, 84 Ohio St. 74, 95 N.E. 509 (1911); Schwenker v. Bekkedal, 204 Wis. 546, 236 
N.W. 581 (1931); Markham v. Fralick, 2 Cal. (2d) 221, 39 P. (2d) 804 (1934); see also Phillips, 
Code Pleading § 171 (2d ed. 1932). 

© 85 N.H. 173, 155 Atl. 252 (1931). 

™ Jd. at 253; see also Faulkner v. Keene, 85 N.H. 147, 155 Atl. 195 (1931). 

Note Green v. Inter Ocean Casualty Co., 203 N.C. 767, 167 S.E. 38 (1932) where the 
court granted a declaration but suggested that the action should not have been brought under 
the Declaratory Judgment Act. 

* Best v. Turner, 67 F. (2d) 786 (C.C.A. sth 1933). 

2 89 F. (2d) 600 (C.C.A. sth 1937). 


3 Community property consists of all property acquired by either the husband or the wife 
during marriage except property so acquired as to refute the presumption that they intended 
joint ownership. Community property statutes exist in the following states: Dart. La. Civil 
Code 1932, § 2399; Deering, Civil Code of Calif. 1931, § 687; Idaho Code 1932, § 31-907; 
Struckmeyer, Revised Code of Arizona 1928, § 2172; New Mexico Stats. 1929, § 68-401; 2 
Hillyer, Nevada Comp. Laws. 1929, § 3356; 8 Remington’s Revised Stats. of Wash. 1931, 
§ 6892; 13 Vernon’s Ann. Tex. Stats. 1925, art. 4619. 
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one. The criteria for determining whether future interests should be subject to credi- 
tors are somewhat tenuous. But the law requires at least a certain minimum of prob- 
ability that a future interest will vest before it allows it to be transferred or reached. 
A contingent remainder is generally held to have the requisite probability; an expect- 
ancy not. The distinction in fact between the two is that the contingency upon which 
an expectancy depends is simply a change of mind on the part of the ancestor; while 
the vesting of a contingent remainder is more independent of a human whim.‘ Hence, 
the latter is more likely to vest. The future interest in a case of community property is 
the right of the surviving spouse to one-half the estate.’ Thus, the vesting depends 
upon which spouse dies first and hence the future interests of the spouses seem most 
like cross contingent remainders. There is no direct holding in Texas on the accessibil- 
ity of contingent remainders to creditors. Yet it has been held that a possibility of 
a reverter’ can be sold and it is arguable that what can be sold can be attached.® It is 
true that there is a practical difficulty in allowing creditors to reach future interests. 
A forced sale is unsatisfactory. But the device of Mears v. Lamona® giving the creditor 
a lien which attaches when the interest vests affords a practical solution to the prob- 
lem. 

But assuming that there is no interest the creditor can reach presently, it does not 
follow that there could be no fraudulent conveyance. It is true that traditionally the 
conveyance must be by the debtor. A conveyance by a third party regardless of the 
extent to which it defeats the grantee’s creditors is generally valid. In fact this is the 
precise effect of the spendthrift trust." The instant case then can be viewed as one in 
which the husband and wife as a separate entity convey to defeat not their creditors 
but the creditors of the wife who may be compared to an expectant and disappointed 
heir. This view has a certain plausibility since the only possible way in which the prop- 
erty can be conveyed is by both. However, it would seem artificial to argue that be- 
cause the wife alone cannot convey, she has not conveyed at all when she joins with the 
husband. And thus the wife has much more control over the destiny of the property 
than has the heir. 

But granting that the debtor in the instant case really made a conveyance, some 
difficulties remain. Although there was a conveyance of a fee simple in the instant case 
it was a conveyance of the sum, so to speak, of the present and future rights of the 
spouses. But since the present rights of the spouses never could be reached by credi- 
tors,” the transaction from the creditor’s viewpoint is identical with the transfer sim- 


41 Simes, Law of Future Interests § 241-2 (1936). 
58 Vernon’s Ann. Tex. Stats. 1925, art 2578. 


6 But see dictum in Caples v. Ward, 107 Tex. 341, 179 S.W. 856 (1915) holding that con- 
tingent interests are not subject to sale on execution. 

7 Skipper v. Davis, 59 S.W. (2d) 454 (Tex. App. 1932). 

§ See generally, 3 Simes, Law of Future Interests § 727 et seg. (1936). 

917 Wash. 148, 49 Pac. 251 (1897). 

© See generally Griswold, Spendthrift Trusts, c. [IX (1936); the classic preface to Gray, 
Restraints on the Alienation of Property (2d ed. 1895) still has relevance. It should be noted 


that even today a settlor cannot set up a spendthrift trust for his own benefit. Griswold, op. 
cit. supra at p. 402 ff. 


13 Vernon’s Ann. Tex. Stats. 1925, art. 4618. 3 Td. at art. 4621. 
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ply of a future interest. Since it is assumed that the creditor cannot reach the future 
interest presently, the conveyance can operate to hinder him only in the future. It is 
true that time is not the determining factor in a fraudulent conveyance. Thus, a con- 
veyance in anticipation of future obligations can be set aside.'? However, in such a 
case there is a transfer of a present interest to the defeat of future creditors; but in the 
instant case there is the ‘‘transfer’’ of a future interest to the defeat of present creditors. 
Further, there are bankruptcy precedents permitting a debtor to be discharged through 
bankruptcy when the vesting of a future interest not reachable by creditors is immi- 
nent.'4 On the other hand, a court of equity has refused to uphold a transfer of an ex- 
pectancy by an insolvent heir to defeat any creditors who became so prior to the vest- 
ing.'s 

But it should be noted that there are two kinds of fraudulent conveyances: those 
in which there is a retention of dominion by the debtor and those in which there is 
simply an outright gift while insolvent. The former is much more deserving of the op- 
probrium of fraud. Regardless of the solution of the case of a gift of a future interest 
which cannot be reached by creditors, it seems clear that where there is retention of 
dominion in the future when the interest vests the conveyance should be set aside. If 
retention of dominion is to be pivotal, actual intent again becomes relevant. The 
necessity for finding a joint intent is not a serious problem although in Winchester- 
Simmons & Co.v. Cutler it was held that there was not a fraudulent conveyance where a 
husband and wife made a voluntary conveyance of an estate by entirety to defeat a cred- 
itor of the husband since the joinder in the conveyance by the wife was in good faith. 
But the present case is distinguishable evidentially since a husband would presumably 
know more about his wife’s business affairs than she about his, since he had an incur- 
able disease and did in fact die a year later, and since he was a party to this prior litiga- 
tion it must have made him conscious of plaintiff as a creditor. But more fundamental- 
ly the Cudler case involved an outright gift. In fact it would seem arguable that neither 
spouse could be in good faith if the conveyance is made with a view toward retaining 
dominion. Thus, the court by refusing to pass on plaintiff’s claim of secret trust would 
seem to have deprived themselves of a very useful rationale for their decision. 


Husband and Wife—Enforcement of Void Separation Agreements—(Lllinois].— 
The husband, under a separation agreement, paid his wife $5,000 for a release of her 
rights in his property and of his obligation to support her. In a suit by the wife to have 
the agreement declared null and void and to have separate maintenance decreed in her 
favor, the husband filed an answer conceding the illegality of the agreement, and a 
counterclaim asking that restitution of the $5000 be required from the wife before she 
be allowed relief. Held, that although the contract was against public policy and void, 
the wife was not entitled to separate maintenance because she voluntarily consented 
to the separation and was not, therefore, living separate and apart from her husband 
without her fault, as required by statute. Held, furthermore, that the husband could 


"3 Glenn, Creditors’ Rights and Remedies § 169 (1915); 1 Moore, Fraudulent Conveyances 
188, n. 19 (1908). 

4 In re Swift, 259 Fed. 612 (D.C. Ga. 1919). 

*8 Read v. Mosby, 97 Tenn. 759, 11 S.W. 940 (1889). 

6 199 N.C. 709, 155 S.E. 611, criticized in 29 Mich. L. Rev. 788 (1930). 
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not recover restitution of the sum paid the wife, for a court of equity will not, at the 
suit of one of the parties to an illegal contract, set that contract aside after it has been 
executed. Vock v. Vock.* 

Contrary to the majority of jurisdictions,“ the Supreme Court of Illinois, although 
generally enforcing separation agreements,” has consistently refused to give effect to 
those in which the wife accepts a lump sum payment in lieu of support.’ The language 
of the Illinois court is to the effect that the husband’s duty to support his wife is a con- 
stituent element of the marriage relation as created by law, and that it cannot, there- 
fore, be abolished or substantially modified by the parties without the consent of the 
state. The underlying policy is apparently the apprehension that the wife may squan- 
der the lump sum or invest it imprudently and thus become a public charge.’ The ma- 
jority of courts, on the other hand, consider that such lump sum agreements recognize 
and define the monetary obligation to support, and that the arrangement, if fair and 
adequate, is satisfactory.® 

In the present case, although apparently adhering to its view as to the invalidity 
of these contracts, and without overruling its former decisions on the subject, the 
Illinois Court took a step towards the results reached in the majority of jurisdictions. 
The agreement, though still declared invalid, is in effect enforced by the decision. 
Thus the wife is said to have lost her right to separate maintenance when she volun- 
tarily separated from her husband, by operation of the Illinois statute.’ This rule that 
a wife cannot enforce her right to separate maintenance if the separation is due to her 
fault is not only expressly stated in the Illinois statute, but is the general view in this 
country.® In other jurisdictions, however, this rule has been held not to apply where 
the separation is a voluntary one.® Also since the state’s right to prosecute a husband 


for non-support cannot be barred either in Illinois or in the majority jurisdictions by a 
mere agreement between the parties, the husband who allows his wife to become desti- 
tute will have the same liability to such a criminal prosecution whether or not the con-~~ 
tract is declared valid.*° Again, the results of the majority view are reached through 
the holding that the court will not grant restitution of the money paid under the “‘il- 
legal’ contract. It remains doubtful, however, whether it follows from the present de- 


* 365 Ill. 432, 6 N.E. (2d) 843 (1937). 

* Madden, Persons and Domestic Relations 334 (1931); Lindey, Separation Agreements 
225-6 (1937); 15 Harv. L. Rev. 147 (1901); 3 Mich L. Rev. 240 (1905). 

* Luttrell v. Boggs, 168 Ill. 361, 48 N.E. 171 (1897); Boyd v. Boyd, 188 Ill. App. 136 
(1914); Patterson v. Patterson, 111 Ill. App. 342 (1903); 35 Yale L. J. 233 (1925). 


3 Lyons v. Schanbacher, 316 Ill. 569, 147 N.E. 440 (1925); Van Koten v. Van Koten, 323 
Ill. 323, 154 N.E. 146 (1926); see also Hill v. Hill, 74 N.H. 288, 67 Atl. 406 (1907); 35 Yale L. J. ~ 
233 (1925). 


‘See cases cited in note 3 supra. 

5 Lindey, op. cit. note 1 at 225; but see also id. at 198-9. 

®See note 1 supra; 7 Cornell L.Q. 393 (1922). 

7 Smith-Hurd I]. Stats. c. 68, par. 22 (1935). 

* See note in 6 A.L.R. 6, at p. 7 (1920). 9 Ibid. 

'© Lindey, op. cit. note 1 at 83, 204; State v. Karagavoorian, 32 R.I. 477, 79 Atl. 1111 (1911); 


In re Tierney’s Estate, 148 Misc. 378, 266 N.Y.S. 51 (1933); Ill. L. 1915, 470, Smith-Hurd III. 
Stats. c. 68, par. 24 (1935). 
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cision that the wife is also prevented from charging her husband’s credit, as she would 
be were the agreement enforced. Logical carrying out of the fault notions applied to 
deny her separate maintenance should bring about such a result; but there are a few 
early decisions indicating that she may not be so barred.” 

The court in the present case contrived, through notions of fault and illegality, to 
reach a fair result; but these same rules would effect a very harsh result if applied to 
the case where the contract is completely or partially executed. For example, in 
the case where no money has been paid under the contract, although the agreement 
will be unenforceable by the wife, she will be barred from claiming separate mainte- 
nance. Moreover, a relinquishment, by either party, of dower or inheritance rights, 
will be ineffective in a contract where there has been a release of support," because the 
fault required to bar dower is limited by statute to cases of adultery and desertion." 
Instead of relying on unsound notions of fault to obtain the enforcement of a reasonable 
separation agreement and to reach in a limited group of cases only a result which is 
just and in conformity with its policies, the Illinois court should overrule its notion of 
“invalidity” as applied to these agreements and should line itself up behind the ma- 
jority of jurisdictions. 


Labor Law—Conflict in Jurisdiction between Labor Board and Federal Court— 
[Federal].—Despite the known and somewhat successful efforts of the United Elec- 
trical and Radio Workers of America, a union affiliated with the C. I. O., to organize 
the employer’s workers, the employer refused its request for a collective bargaining 
conference and instead signed a contract with an A. F. of L. union, the Brotherhood of 
Electrical Workers. This contract provided that the employer would hire only mem- 


bers of the Brotherhood or in event of failure of an employee to join such union, the 
employer would deduct from his wages an amount equal to the dues of the union. The 
C. I. O. union filed a complaint with the National Labor Relations Board to contest 
the validity of this contract on the ground that its negotiation and its terms involved 
the use of unfair labor practices. Before service of this complaint, the Brotherhood 
obtained in the federal district court a decree for the specific performance of the con- 
tract. The National Labor Relations Board, maintaining its own exclusive jurisdic- 
tion, declared the contract illegal because of unfair labor practices. In re Matter of 
National Electric Products Corp. and United Electrical and Radio Workers of America.' 

Section 10 of the National Labor Relations Act grants jurisdiction to the National 
Labor Relations Board as follows: “The Board is empowered, as hereinafter provided, 
to prevent any person from engaging in any unfair labor practice . . . . affecting com- 
merce. This power shall be exclusive, and shall not be affected by any other means of 


™ Lindey, op. cit. 205 (1937); but see id. at 226 and cases cited, for peculiar New Jersey 
rule. 

% Seybold v. Morgan, 43 Ill. App. 39 (1891). See also, Ross v. Ross, 69 Ill. 569 (1873); 
Evans v. Fisher, ro Ill. 569 (1849); Bensyl v. Hughs, tog Ill. App. 86 (1902); Todtleben v. 
Rudowski, 181 Ill. App. 318 (1913); Schnuckle v. Bierman, 89 Ill. 454 (1878). 

3 Lyons v. Schanbacher, 316 Ill. 569, 147 N.E. 440 (1925). 

"4 Smith-Hurd Ill. Stat. c. 41 § 15 (1935); Landreth v. Casey, 340 Ill. 519, 173 N-E. 84 
(1930). 

*N. L. R. B. Cases, C-219, R-241 (Aug. 30, 1937), 5 U.S. Law Week 1, 7 (Sept. 7, 1937): 
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adjustment or prevention that has been or may be established by agreement, code, law, 
or otherwise.’’? This section of the act apparently was not considered by the federal dis- 
trict court inasmuch as its assumption of jurisdiction would seem to deprive the Board 
of “exclusive” power to prevent unfair labor practices. However, even if the court 
found that no such practices existed and that consequently the Board’s power was not 
being curtailed, such determination would be tantamount to a finding on a jurisdiction- 
al fact, and should not be conclusive on other tribunals asserting jurisdiction.‘ 

It is likely that the Circuit Court of Appeals of the Second District, where an appeal 
is now pending, will uphold the Board in its finding of the existence of unfair labor prac- 
tices. Apart from the possible use of such practices at the negotiation stage, the con- 
tract itself apparently falls within the definition of unfair labor practices set forth in 
section 8 (3) of the act, “. . . . discrimination in regard to hire or tenure of employment 
or any term or condition of employment to encourage or discourage membership in any 
labor organization ”’s Any constitutional objections as to the act itself, or to the 
existence or procedure of the Board would seem to be precluded by the findings of the 
Supreme Court in the case of The National Labor Relations Board v. Jones & Laughlin 
Steel Corp.® 

If the Board is to be an effective body, it must have exclusive jurisdiction in its 
sphere of action. But assertion of concurrent jurisdiction by other bodies will be possi- 
ble unless the National Labor Relations Act is construed or amended so as to preclude 
other tribunals from making a determination on the jurisdictional fact of the existence 
or non-existence of unfair labor practices. 


Labor Law—Injunction—Sherman Act—{Federal].—Members of a trade union 
seeking a closed shop agreement seized and retained the factory of the plaintiff, a 
Pennsylvania manufacturer, whose raw materials come from other states and from 
abroad, and most of whose finished product, amounting to $5,000,000 annually, was 
shipped across state lines. The plaintiff filed a bill praying: (1) restoration of his fac- 
tory; (2) an injunction enjoining the defendants from performing further acts restrain- 
ing interstate commerce; and, (3) triple damage for losses sustained. Held, reversing 
the district court, the plaintiff was engaged in interstate commerce and the injunction 
should issue and the bill be re-instated. Apex Hosiery v. Leader.* 

The Supreme Court in deciding on the constitutionality? of the Wagner Labor Re- 
lations Act broadened the limits of the jurisdiction of the federal courts under the in- 
terstate commerce clause so as to include those engaged primarily in production and 


2 49 Stat. 453 (1935); 29 U.S.C.A. § 160 (a) (1936). 

3 Cf. Louisville Provision Co. v. Glenn, 12 F. Supp. 545 (Ky. 1935); Kline v. Burke Con- 
struction Co., 260 U.S. 226 (1922). 

4 For various qualifications see 1 Freeman on Judgments, parts IV and V (sth ed. 1925). 

5 49 Stat. 452 (1935); 29 U.S.C.A. § 158 (3) (1936). * 301 U.S. 1, 47 (1936). 

go F. (2d) 155 (C.C.A. 3d 1937). Petition for certiorari will be filed. The strike was settled 


by a conditional closed shop agreement and the Supreme Court may consider the question 
moot. 


? National Labor Relations Board v. Jones and Laughlin Steel Corp., 301 U.S. 1 (1937); 


National Labor Relations Board v. Fruhauf Trailer Co., 301 U.S. 49 (1937); National Labor 
Relations Board v. Friedman-Harry Marks Clothing Co., 301 U.S. 58 (1937). 
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manufacturing.’ Following the Friedman-Harry Marks case‘ the plaintiff would clear- 
ly seem to be engaged in interstate commerce.s The conclusion seems inescapable that 
this enlarged jurisdiction should apply to the federal courts when acting under the 
Sherman Act as well as the Wagner Act. Thus labor’s so-called victory in the Jones- 
Laughlin case results in labor’s being subjected to injunctions and triple damages over 
a much wider field. 

The right of labor unions to use the strike in labor disputes has received statutory® 
and judicial’ recognition. A strike, used in the narrow sense of a collective ceasing to 
work, seemingly cannot be enjoined even if a complete stoppage of interstate commerce 
results. This the court recognizes.® Any restraint of interstate trade resulting from 
illegal means, however, violates the Sherman Act.'® Thus, in the instant case the means 
being criminal* the court seems entirely correct in concluding the resulting restraint 
illegal. 

Almost all of the sanctions that have been employed by labor to make strikes suc- 
cessful, at some time or other, have been adjudicated as illegal.‘ Since, in the light of 
past and current events, it would seem quite difficult to wage a successful strike with- 
out some illegal incidents," labor might well feel that as a practical matter there was 
no “right to strike,” and that every effective strike, by very reason of its effectiveness 
would subject labor to the criminal sanctions of the Sherman Act.*4 Such a result would 


3 See Carter v. Carter Coal Co., 298 U.S. 238 (1936); Oliver Mining Co. v. Lord, 262 U.S. 
172 (1923); Utah P. & L. v. Pfast, 286 U.S. 165 (1932); Shechter Corp. v. United States, 295 
U.S. 495 (1935). 

4301 U.S. 58 (1937). 

5 See also National Labor Relations Board v. Santa Cruz Packing Co., 91 F. (2d) 790 
(1937), where a fruit canning company whose raw material was local and only thirty-nine 


per cent of whose finished product entered interstate commerce was held to be within jurisdic- 
tion of the National Labor Relations Board. 1 Labor Relations Rep., No. 1, 22 (1937). 

6 Clayton Act § 20, 38 Stat. 738 (1914), 29 U.S.C.A. § 52 (1927); Norris-LaGuardia Anti- 
Injunction Bill, 47 Stat. 70 (1933), 29 U.S.C.A. § 105 (1936); Wagner Act § 13, 49 Stat. 440 
(1935), 29 U.S.C.A. § 163 (1936). 

7 Parkinson Co. v. Building Trades Council, 154 Cal. 581, 98 Pac. 1027 (1908); American 
Steel Foundries v. Tri-City Trades Council, 257 U.S. 184, 209 (1921) (dictum). 

® See also 15 U.S.C.A. 15 (1926); 38 Stat. 738 (1914), 29 U.S.C.A. § 52 (1927); 47 Stat. 70 
(1933), 29 U.S.C.A. § 105 (1936). 

9P. 160. 


%° Coronado Co. v. United Mine Workers, 268 U.S. 295 (1925); Bedford Cut Stone Co. v. 
Journeyman Stone Cutter’s Ass’n, 274 U.S. 37 (1927); Duplex Printing Press Co. v. Deering, 
254 U.S. 433 (1921); Gompers v. Buck Stove and Range Co., 221 U.S. 418 (1911); cf. United 
Leather Workers v. Herkort and Meisel Trunk Co., 265 U.S. 457 (1924). 

™ 18 Purdon’s Pa. Stat. § 511 (1930). 


% See Witte, The Government in Labor Disputes, 53-54, 58-59 (1932); Bull v. Interna- 
tional Alliance, 119 Kan. 713 (1925), 241 Pac. 459; State v. Perry, 196 Minn. 481, 265 N.W. 
302 (1936); Note 10 supra. 

13 See Cooper, The Fiction of Peaceful Picketing, 35 Mich. L.R. 73, 87 (1936); Frankfurter 
and Greene, The Labor Injunction 73 (1930); Sokolsky, Law and Labor, Atlantic Monthly 429 
(1937). 

4 1. Labor Relations Report No. 1, 3 (1937). 
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necessitate either: (1) abandoning the strike as a weapon—a course unthinkable to 
labor; (2) attempting to strike effectively without technical violations of the law—a 
feat well nigh impossible;*s (3) continuing to strike and to defy the law“—a choice in- 
tolerable to organized society; or, (4) working for amendment of the Sherman Act'? 
and for legislation exempting labor unions and officers from liability for tortious acts 
committed on their behalf during industrial disputes."* 


Mortgages— Priorities— Purchaser without Notice under Recording Act—{Oregon]. 
—The defendant, a first mortgagee, released the mortgagor from liability in exchange 
for a conveyance of the fee. Before doing so, however, the defendant procured and had 
recorded a satisfaction of a junior mortgage upon part payment to the junior mort- 
gagee, without requesting the production of the junior mortgage and note which had 
previously been transferred to the plaintiff under an unrecorded assignment. An Ore- 
gon statute provides, “‘. . . . a satisfaction or release of said mortgage by the party ap- 
pearing upon said record to be the owner and holder of said mortgage shall operate to 
free the land described in such mortgage from the lien of such mortgage, so far as re- 
gards all subsequent purchasers and incumbrances for value, and without notice.’ 
The plaintiff commenced suit to enforce his lien, and a decree of foreclosure was ren- 
dered. On appeal, held, reversed. The defendant comes within the protection of the 
statute. Willamette Collection & Credit Service v Gray? 

The rule is well settled under recording acts that a bona fide purchaser of property 
from a mortgagor, who finds upon the record a satisfaction or release by the record 
mortgagee and relies thereupon, is given priority over one whose claim is based upon an 
unrecorded assignment from the mortgagee.’ The principle upon which this rule rests 
is that where one of two innocent parties must suffer a loss, he whose negligence caused 
the injury should bear it.4 The assignee may record his assignment and avert the loss, 
while there is nothing feasible the purchaser can do. Purchasers who fail to exert 
reasonable efforts in a practicable search for unrecorded conveyances and encum- 
brances, however, are not necessarily within the protection of the recording acts. Thus, 
a purchaser is deemed to have constructive notice of encumbrances referred to in in- 
struments in his chain of title.’ In a purchase from one not in possession, a purchaser 
is put upon inquiry to determine the interest of one whose possession is inconsistent 
with the record title.6 And when the record shows an unsatisfied mortgage and the re- 

Ss See note 12 supra. 


*6 Garrison, Government and Labor—The Latest Phase, 37 Col. L.R. 897, 905 (1937); Sat. 
Eve. Post, October 2, 1937. 


"7 Woll, 147 Ann. Amer. Acad. 185 (1930). 
8 Note British Trades Disputes Act of 1906, 6 Edw. VII, c. 47 (1906). 
* Ore. Code 1930 § 54-109. 2 70 P. (2d) 39 (Ore. 1937). 


3 Porter v. Ourada, 51 Neb. 510, 71 N.W. 52 (1897); Swasey v. Emerson, 168 Mass. 118, 
46 N.E. 426 (1897); Newman v. Fidelity Sav. & Loan Ass’n., 14 Ariz. 354, 128 Pac. 53 (1912); 
Stetler v. Winegar, 75 Colo. 500, 226 Pac. 858 (1924). 


4 See Porter v. Ourada, 51 Neb. 510, 71 N.W. 52 (1897). 


5 Crawford v. C. B. & Q. R. Co., 112 Ill. 314 (1884); Sweet v. Henry, 175 N.Y. 268, 67 N.E. 
574 (1903); Carter v. Leonard, 65 Neb. 679, 91 N.W. 574 (1902). 


* Kirby v. Tallmage, 160 U.S. 379 (1895); Phelan v. Brady, 119 N.Y. 587, 23 N.E. 1109 
(1890); Rayburn v. Davisson, 22 Ore. 242, 29 Pac. 738 (1892). 
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mainder of the title in the record mortgagee, it is generally held that a purchaser relies 
upon the apparent merger of record at his peril, for the subsisting mortgage might have 
been assigned, preventing an actual merger.’ 

Although the instant case is not the first to apply the general rule to the situation 
there presented,* it would seem that a distinction should be drawn between the pur- 
chaser who relies upon the record as he finds it, and the one who relies upon the record 
as he makes it or procures it to be made. Ample authority for this distinction exists in 
other jurisdictions,’* and the problem was one of first impression in Oregon. When the 
purchaser knows only that the encumbrance is released of record, a request that the re- 
leasor produce the note and mortgage would be unavailing, for the instruments, shown 
by the record to be valueless, would have been destroyed. But in a case in which the 
purchaser procures the release it is only reasonable that a request for the valuable in- 
struments be made. When the negotiations for the conveyance and release were begun 
in the instant case, the record disclosed an unsatisfied mortgage; and a request that 
the mortgagee produce the instruments would, through his inability, have revealed the 
unrecorded assignment. A failure to make that request should give constructive notice 
of the encumbrance that it would have revealed." Should the releasor produce a forged 
or fraudulently procured note or mortgage at the request of the purchaser, or should 
he give a written release which is recorded in a jurisdiction where the first recorded 
instrument gains priority,"* the suggested rule should not be applied, for the purchaser 
would have done all that a reasonable search required. 

The instant case probably would never have arisen had the Oregon statutes re- 
quired, as a prerequisite to recording the release of a mortgage, that the releasor sub- 
mit evidence to the recording officer that he is at the time the owner of the mortgage. 


Such evidence is required in at least one jurisdiction,’ and the Oregon statute has been 
criticized for the omission." 


Sales—A.A.A. Tax Refunds—Rights of Purchaser against Processor—{F ederal).— 
In 1935 the plaintiffs entered into contracts for the purchase of the defendant’s com- 


7 Thauer v. Smith, 213 Wis. 91, 250 N.W. 842 (1933), noted in 29 Ill. L. Rev. 121 (1934), 
82 U. of Pa. L. Rev. 547 (1934); Purdy v. Huntington, 42 N.Y. 334 (1870); Zorn v. Van Bus- 
kirk, rrr Okl. 211, 239 Pac. 151 (1925). Contra, Gregory v. Savage, 32 Conn. 250 (1864); 
Artz v. Yeager, 30 Ind. App. 677, 66 N.E. 917 (1903); Ames v. Miller, 65 Neb. 204, 91 N.W. 
250 (1902). 

§ Ladd v. Campbell, 56 Vt. 529 (1884); Conn. Mut. Life Ins. Co. v. Talbot, 113 Ind. 373, 
14 N.E. 586 (1887); Napieralski v. Simon, 198 Ill. 384, 64 N.E. 1042 (1902); Cadwallader v. 
Sprengle, 131 Wash. 16, 228 Pac. 834 (1924); Mf’rs. Trust Co. v. People’s Holding Co., 110 
Fla. 451, 149 So. 5 (1933). 

9 See Windle v. Bonebrake, 23 Fed. 165, 167 (C.C. Kan. 1885s). 


© Porter v. Ourada, 51 Neb. 510, 71 N.W. 52 (1897) (holding that the purchaser who pro- 
cured the release took subject to the prior unrecorded assignment, but that a purchaser from 
him takes free); Windle v. Bonebrake, 23 Fed. 165 (C.C. Kan. 1885); Assets Realization Co. v. 
Clark, 205 N.Y. 105, 98 N.E. 457 (1912); Metropolitan Life Ins. Co. v. Guy, 223 Ala. 285, 
135 So. 434 (1931). 

™ See cases cited in note 12 supra. 

12 See Bacon v. Van Schoonhoven, 87 N.Y. 446 (1882). "3 See Rev. Stat. Mo. 1929, § 3078. 


14 See Oregon & Washington Trust Co. v. Shaw, 5 Sawy. (Fed.) 336, 340 (C. C. Ore. 1877). 
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modity. The price was based upon the cost of the commodity and the tax levied under 
the A.A.A. The agreement stipulated that any increase in the tax should be charged 
to the plaintiffs, and any decrease should be “credited against the contract prices in 
this contract.’’ The defendant resisted payment of the tax to the government alleging 
the unconstitutionality of the A.A.A., and after its invalidation obtained the funds 
which had been impounded during the litigation. The plaintiffs then brought a class 
action to recover the amount paid as processing tax, alleging that they had merely put 
the defendant in funds to pay the tax. Held, action dismissed, because the tax was ab- 
sorbed in the price. O’Connor-Bills, Inc., et al. v. Washburn Crosby Cot 

Where taxes are refunded to the seller-taxpayer because of improper assessments or 
the unconstitutionality of a taxing statute, the purchaser’s right to recover from the 
seller, has, in a number of instances, been founded purely upon an existing contract.? 
However, a purchaser has been denied a right of action against a seller who had ob- 
tained the tax refund under contingencies not covered by the contract of sale, appar- 
ently on the general theory that the contractual provisions were exclusive,} or that 
the parties had substituted the contract for the equitable right to a refund and thereby 
extinguished all non-contractual claims.‘ Frequently litigation ensues where the seller 
obtained a tax refund, and the sales contract contained no refunding arrangements 
between the seller and purchaser. Under such circumstances the purchaser urges that 
he is entitled to a refund of the amount of the tax burden imposed upon him because 
the sales contract contemplated payment of a stated price plus necessary funds to en- 
able the seller to discharge his tax obligation. As against this argument the seller con- 
tends that the amount of the tax was absorbed in the sales price as an incident in the 
cost of production or distribution. Under this formulation the controversy can be set- 
tled, apart from the possibilities of mistake of law, by a determination of the probable 
arrangement contemplated by the parties.s 

It has been said that where the tax item is separated on the bill from the price, such 
tax was not absorbed and the buyer could recover from the seller, and hence a single 
composite tax determined tax absorption and precluded recovery.’ Such a distinction, 
based in part upon a misconception of United States v. Jefferson Electric Mfg. Co.,7 is 
illogical and economically unsound.* That case involved a suit by a taxpayer to obtain 


* 20 F. Supp. 460 (Mo. 1937). 


? Solomon Tobacco Co. v. Cohen, 184 N.Y. 308, 77 N.E. 257 (1906); Friend v. Rosenwald, 
124 App. Div. 226, 108 N.Y. Supp. 701 (1908); Kerber Straw Hat Corp. v. Lincoln, 239 App. 
Div. 727, 268 N.Y. Supp. 745 (1934) aff’d 266 N.Y. 410, 195 N.E. 130 (1934); see also Jn re 
Engelmeyer Baking Corp., 296 N.Y. Supp. 76 (App. Div. 1937). 

3 Moore v. Des Arts, 1 N.Y. 359, 364 (1848); Fireproof Prod. Co., Inc. v. Amerlux Steel 
Prod. Corp., 160 Misc. 879, 290 N.Y. Supp. 995 (1936); cf. Kerber Straw Hat Corp. v. Lincoln, 
239 App. Div. 727, 268 N.Y. Supp. 745 (1934). 

4 Casey Jones, Inc. v. Texas Textile Mills, Inc., 87 F. (2d) 454, 456 (C.C.A. 5th 1937). 


5 But see dicta in Tager v. Wood Ray Prod. Corp., 160 Misc. 19, 20, 289 N.Y. Supp. 541, 


543 (1936) and Texas Co. v. Harold, 153 So. 442, 445 (Ala. 1933) (in absence of a refunding 
arrangement buyer denied recovery if tax was shifted). 


° Christopher v. Hoger & Co., Inc., 160 Misc. 21, 289 N.Y. Supp. 105, 106 (1936). 
7 291 U.S. 386 (1934); so Harv. L. Rev. 477, 480 ff. (1937). 
* See Lash’s Products Co. v. United States, 278 U.S. 175, 176 (1929). 
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a tax refund; and the significance there attached to separate invoicing was controlled 
by a specific Treasury Regulation.® 

One method of adjudicating the controversy between the buyer and seller was sug- 
gested by Justice Cardozo in Wayne County Prod. Co. v. Duffy-Mott Co.*° where the 
purchaser paid a designated price plus a ten per cent tax, which was paid by the seller 
to the government. The seller obtained a refund because the merchandise were held 
not taxable under the statute. The court permitted the buyer to recover the amount 
paid on account of the tax, saying in effect that the seller could not compute the tax on 
the basis of the invoice selling price and then later urge that the tax was absorbed in 
the price on the ground that the full invoice amount represented the selling price. 
“The contract, therefore, in effect, was this and nothing more, that whatever moneys 
were necessary for the payment of a tax would be furnished by the buyer.” Of course 
if the tax is a flat sum per unit commodity, as in the instant case, the situation is some- 
what different. But other factors might be important. For instance, if a cash discount 
allowed by the seller had been computed on the total invoice amount, or if the seller's 
accounting records charged the tax to expense, the seller’s contention might carry 
greater weight. 

In the instant case, the contract of sale stipulated that an increase or decrease in the 
processing tax should, under certain conditions, be charged or credited to the purchas- 
er. It would seem that this case is analogous to Casey Jones Inc. v. Texas Textile Mills, 
Inc.,'? where the purchaser was denied recovery against the seller because the particu- 
lar contingency which occurred was not covered by the contract. But even in the 
Casey Jones case tax absorption was determined not simply on the theory that the 
refunding provisions were exclusive, but by evidence admitted to aid in such an inter- 
pretation of the agreement." In the present case there are a number of factors aiding 
the purchasers’ cause, which the court overlooked. Cognizance might have been taken 
of the general uncertainty concerning the constitutionality of the A.A.A. at the time 
of the formation of the contract;"4 of the seller’s insistence that, independently of the 
alleged contract price, funds be provided to meet a tax increase; and of the seller's 
injunctive proceedings to prevent the collection of the tax.'s All these considerations 
tend to show a contractual agreement which should have permitted recovery. 


Taxation—Estate Tax—Deductions of Insurance Proceeds When Estate Is In- 
solvent—{Federal].—The decedent’s statutory gross estate was $1,114,892.67, of which 
$598,183 was in insurance. The federal estate tax law provides that insurance shall be 
included in determining the gross estate, and that deductions to ascertain the net estate 
are to include, among other things, such bona fide claims “‘as are allowed by the laws of 

® See Johnson, AAA Tax Refunds: A Study in Tax Incidence, 37 Col. L. Rev. g10, 919 
(1937); and see Lash’s Products Co. v. United States, 278 U.S. 175, 176 (1929). 


© 244 N.Y. 351, 155 N.E. 669 (1927). Contra: Heckman & Co., Inc. v. I. S. Dawes & Son 
Co., Inc., 12 F. (2d) 154 (App. D.C. 1926); Kastner et al. v. Duffy-Mott Co., Inc., 125 Misc. 
886, 213 N.Y. Supp. 128 (1925). 


™ 244 N.Y. 351, 354 ff., 155 N.E. 669 (1927). 

2 87 F. (2d) 454 (C.C.A. sth 1937). 3 Id. at 456. 

483 The New Republic 320 (1935); 13 Tax Mag. 298, 486 (1935). 

*s See Wayne County Prod. Co. v. Duffy-Mott Co., 244 N.Y. 351, 353, 155 N-E. 669 (1927). 















RECENT CASES 155 


the state.”” The bona fide claims allowed against the estate were $3,906,429.82. Under 
a state statute which provided that insurance proceeds were not subject to creditors’ 
claims the beneficiaries of the deceased received the $598,183. The Commissioner of 
Internal Revenue interpreted the deduction provisions to mean the claims paid by the 
estate, and since, after the payment of the claims of the creditors the insurance pro- 
ceeds went to the beneficiaries, he imposed a deficiency tax upon the amount of the 
insurance, The Board of Tax Appeals held that the proper deductions were the al- 
lowable claims against the estate, and not those actually paid, and that since such al- 
lowable claims exceeded the assets, including the insurance, there was no taxable net 
estate. On appeal, held, affirmed. Helvering v. Northwestern National Bank & Trust 
Co. of Minneapolis, et al.* 

In a similar case, held, the proceeds of the exempt insurance are taxable; the word 
“allowable” is properly construed to mean “paid.’’ Kahn et al. v. United States. 

A literal interpretation of the statute as in the Northwestern Bank case makes the 
deceased’s insolvency desirable for the beneficiaries of his policies from the tax point 
of view. For example if the insured’s only assets are $100,000 in exempted life policies, 
and there are valid claims exceeding that amount, the beneficiaries will receive $100,000 
and no tax will be paid.s If he has left assets, other than insurance, sufficient to pay 
his debts, the beneficiaries will received $100,000 and a tax will be collected on that 
amount. Thus, although insolvency of the insured does not determine the amount of 
insurance proceeds that the beneficiaries get, it does determine the amount of tax which 
is to be paid. Again, where the amount of insurance makes the difference between 
solvency and insolvency the government would be able to tax only the portion of the 
insurance in excess of the liabilities. Thus, where there are liabilities of $50,000, avail- 
able assets of $25,000, and insurance of $100,000, $75,000 of the $100,000 which the 
beneficiary receives will be taxed. Insolvency, a genuine criterion in the ordinary tax 
case, yields completely arbitrary results in cases where exempt assets are included in 
determining the gross estate. 

The estate tax is upon the privilege of transfer at death, rather than upon the right 
of succession.‘ Since actual assets in the form of exempt proceeds are in fact trans- 
ferred from the insured to the beneficiaries,’ such a transfer seems certainly within the 
intended scope of the estate tax statute. Furthermore, this interpretation of the stat- 
ute results in tax exemptions where apparently none were intended. Express provision 
is made in the taxing statute® to protect the dependents of the deceased. Forty thou- 
sand dollars of the insurance proceeds are tax free. 


*89 F. (2d) 553 (C.C.A. 8th 1937); see also Com’r of Internal Revenue v. Strauss, 77 F. 
(2d) 401 (C.C.A. 7th 1935); Union Guardian Trust Co. v. Com’r of Internal Revenue, 32 
B.T.A. 996 (1935); Estate of Suderov, 282 N.Y. Supp. 405, 156 Misc. 661 (1935); Baer v. 
Milbourne, 13 Fed. Supp. 998 (Md. 1936); Com’r of Internal Revenue v. Ames, 88 F. (2d) 
338 (C.C.A. 8th 1937); Com’r of Internal Revenue v. Sarah T. Windrow, Exctrx., 89 F. (2d) 
69 (C.C.A. 5th 1937); Com’r of Internal Revenue v. Lyne, go F. (2d) 745 (C.C.A. 1st 1937). 

? 20 Fed. Supp. 312 (N.Y. 1937). 

3 The federal government will receive no tax from the individual recipients as there is no 
federal inheritance tax. 

4 Clark, Inheritance and Estate Taxes on Life Insurance 2 (1935). 

5 Chase National Bank et al. v. United States, 278 U.S. 327 (1929). 

° Federal Estate Tax Law, Revenue Act 1926, Title III, § 302 (g). 
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Nor can these results be avoided by a legitimate construction of the statute; the 
statute is literally inadequate rather than ambiguous. The court in the Kahn case 
argued that since the tax lien under the statute attached to all of the estate except that 
part which was “used” to pay claims, this is equivalent to deducting paid claims. Thus, 
unless the tax lien provision and the tax provision were harmonized by construction, 
there would be the somewhat incongruous result that the tax lien would attach to an 
estate on which no tax was imposed. To harmonize the statute the word “allowed” 
was construed to mean “paid.”” But this construction is unsound, since “allowed,” 
a technical word, is generally understood to mean “approved” rather than “paid.’” 
Further, the tax lien section itself refers to that portion of the gross estate “used” to 
pay claims “‘allowed’’ against the estate. The substitution of “paid” for “allowed” 
in this section makes it clear that the two words are not interchangeable. Again, it 
could be argued that insurance to be included in the gross estate under the statute re- 
fers only to non-exempt insurance, and that the allowable claims, while deductible, 
cannot be set off against the exempt insurance. Unfortunately, if insurance cannot be 
included in the gross estate, it cannot be included in the net estate upon which the 
tax is imposed. 

These cases then present a situation literally included within the act, but only be- 
cause of an oversight on the part of the legislature. Until the tax statute is amended, 
the remedy lies, in the classic phrase, in interstitial judicial legislation, whether done 
openly or under the guise of statutory construction.® 


Torts—Contracts—Liability of Dentist for Malpractice—{New York].—While the 
defendant, a dental surgeon, was extracting four teeth for the plaintiff, a gold inlay 
became detached from one tooth and became lodged in the plaintiff’s throat. The plain- 
tiff sued, alleging a contract by the dentist “to extract the said teeth and each and 
every part thereof from within the plaintiff’s body,” assigning as the breach the failure 
to extract the gold filling from his body, and demanding damages for the alleged breach 
of contract for medical attention, cost of medicines, and loss of earnings. On the de- 
fendant’s motion, the trial court dismissed the complaint as stating no cause of action. 
Held, reversed. The defendant failed to perform the contract alleged; so a cause of 
action is stated regardless of the degree of care exercised by him. Keating v. Perkins.' 

In allowing the plaintiff to avoid the difficulties of proof of negligence by the state- 
ment of his action for malpractice, the instant case is most unusual. The traditional 
action for malpractice is brought on the tort theory of breach of a law-imposed stand- 
ard of diligence and skill arising from the relation of doctor and patient.? It has been 
stated that malpractice may be either tort or contract, on an implied undertaking to ex- 


7 Com’r of Internal Revenue v. Lyne, 90 F. (2d) 745 (C.C.A. rst 1937); compare the dis- 
senting opinion of Sibley, J., in Com’r of Internal Revenue v. Sarah T. Windrow, Exctrx., 
89 F. (2d) 69 (C.C.A. 5th 1937). 

§ Church of the Holy Trinity v. United States, 143 U.S. 457 (1891), where it was held that 
an act prohibiting the importation of foreign contract labor did not apply to a contract be- 
tween a foreign minister and a New York religious corporation. 


* 250 App. Div. 9, 293 N.Y. Supp. 197 (1937). 


2 Ewing v. Goode, 78 Fed. 442 (C.C. S.D. Ohio 1897); Whitesell v. Hill, 101 Iowa 629, 70 
N.W. 750 (1897); 3 Cooley on Torts, § 473 (4th ed. 1932). 
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ercise the required amount of skill.’ Yet, since under either theory negligence is the 
gravamen of the suit, it is usually held that the complaint sounds in tort.‘ Thus, the 
tort statute of limitations has barred the suit, even though the evident intent of the 
plaintiff was to sue in contract.’ Where, however, the doctor has contracted to accom- 
plish a particular result, that .special contract may be relied upon as the basis of suit, 
and the showing of a breach entitles the plaintiff to recovery irrespective of negligence.® 
This principle was relied upon by the court in the instant case upon the assumption 
that the contract alleged was admitted by the answer. But admission of a contract 
by failure to deny it submits the construction of the contract to the court.’ The rule 
is well established that in construing a contract greater regard should be had for the 
intent of the parties than for particular words used in its expression.’ It seems obvious 
that the parties in the instant case intended that the contract provide merely for the 
extraction of four teeth, and that the meaning assigned by the court is unduly literal. 
If the contract were construed as an agreement to extract four teeth, no breach could 
be shown, and the plaintiff would be forced to prove negligence. Even if the construc- 
tion of the court were sound, difficulties might conceivably be encountered in applying 
the contract rule of damages, that recovery may be had of only those damages that 
were forseeable at the time the contract was made.® It is hardly conceivable that either 
the breach alleged or the damages resulting therefrom could have been foreseen in the 
instant case. 

Strained construction of a contract in the instant case supplants proof of negligence 
in a situation traditionally considered tort. Thus absolute liability is imposed, for the 
defense by proof of due care is precluded. In this respect the result reached is strikingly 
similar to the development of liability of a manufacturer to an ultimate consumer on 
the notion of a warranty of quality,'® which it has been suggested “runs with the 


3 Goble v. Dillon, 86 Ind. 327 (1882); Kuhn v. Brownfield, 34 W.Va. 252, 12 S.E. 519 
(1890); Stokes v. Wright, 20 Ga. App. 325, 93 S.E. 27 (1917). 


4 Nelson v. Harrington, 72 Wis. 591, 40 N.W. 228 (1888); Carpenter v. Walker, 170 Ala. 
659, 54 So. 60 (1910). But see Coon v. Vaughn, 64 Ind. 89 (1878). 


5 Trimming v. Howard, 52 Idaho 412, 16 P. (2d) 661 (1932) noted in 3 Detroit L. Rev. 204 
(1933); Frankel v. Walper, 181 App. Div. 482, 169 N.Y. Supp. 15 (1918). Cf. Monahan v. 
Devinney, 223 App. Div. 547, 229 N.Y. Supp. 60 (1928). 


6 Conklin v. Draper, 229 App. Div. 227, 241 N.Y. Supp. 529 (1930). 


7St. L. K. & S.E. R. Co. v. United States, 267 U.S. 346 (1925); Greeff v. Equitable Life 
Assur. Soc. of United States, 160 N.Y. 19, 54 N.E. 712 (1899); N.Y. N.H.& H.R.Co. v. Board 
of Comm’rs, 102 Conn. 488, 129 Atl. 384 (1925). 


§ Canal Co. v. Hill, 82 U.S. 94 (1872); Rest., Contracts, § 236 (1932). 


9 Hadley v. Baxendale, 9 Ex. Rep. 341 (1854); Rest., Contracts § 330 (1932); 5 Williston, 
Contracts, §§ 1347, 1356 (rev. ed. 1937). 


© See Ward Baking Co. v. Trizzino, 27 Ohio App. 475, 161 N.E. 557 (1928) (consumer is 
third party beneficiary to contract between manufacturer and dealer); Baxter v. Ford Motor 
Co., 168 Wash. 456, 12 P. (2d) 409 (1932) (dealer is agent of manufacturer and makes warranty 
to consumer for manufacturer); Madouros v. Kansas City Cocoa-Cola Bottling Co., 230 Mo. 
App. 275, 90 S.W. (2d) 445 (1936) (advertising of the manufacturer is an express warranty to 
the consumer). Cf. Winterbottom v. Wright, ro M. & W. 109 (1842); MacPherson v. Buick, 
217 N.Y. 382, 111 N.E. 1050 (1916). 
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goods.’’* But since a patient or client has ample opportunity to ascertain the qualifi- 
cations of professional men and to make an intelligent choice, it would seem that an 
extension of liability is not justifiable. If the liability is to be extended, however, it 
should be made definable by an increase in the care required or a shift in the burden of 
proof,’? rather than be made unpredictable by an occasional contractual recovery. 


Torts—Liability for Mental Distress—Punitive Damages against a Principal— 
[Oklahoma].—The plaintiff on application for a life insurance policy with the de- 
fendant failed to disclose that he had been treated for syphilis. After making disabil- 
ity payments for fourteen months for a physical and mental breakdown from which the 
plaintiff was suffering, the defendant sent two agents to the plaintiff’s house to seek 
rescission for the non-disclosure. As a result of the accusations of fraud and the threats 
of reprisals, the plaintiff suffered a relapse and his mental breakdown became perma- 
nent. In an action against the defendant, held, (four justices dissenting), the plaintiff 
is entitled to both compensatory and punitive damages. Pacific Mutual Life Insurance 
Co. v. Tetirick. 

It is now generally held that when one does an intentional act that is reasonably 
likely to cause emotional distress to another, and physical injury ensues from such dis- 
tress, the actor is liable therefor. However, courts disagree as to whether a negligent 
act of the same character should create liability. Although opinion is not uniform as 
to whether an act intentionally directed toward a third person and only incidentally 
injuring the plaintiff is toward the latter an intentional‘ or negligent’ aggression, in 
the instant case, since the defendant’s act was directed at the plaintiff, the conduct 
would clearly seem to have been intentional.® 

It seems questionable to impose too strict a rule of liability for harm caused by 

™ Steffen, Independent Contractor and the Good Life, 2 Univ. Chi. L. Rev. 501, 519 (1935). 

™ Cf. Bollenbach v. Bloomenthal, 341 Ill. 539, 173 N.E. 670 (1930) (holding that res ipsa 
loquitur cannot be applied to render a dentist liable for lodging of a piece of tooth filling in 
patient’s throat even though patient was under general anesthetic at the time); Vale v. Noe, 
172 Wis. 421, 179 N.W. 572 (1920) (refusing to apply res ipsa loquitur in action against den- 
tist to recover for cuts in mouth). 

*U.S. Law Week Aug. 3, 1937, p. 15 (rehearing pending). 

? Wilkinson v. Downton, [1897] 2 Q.B. 57; Janvier v. Sweeney, [1919] 2 K.B. 316; Great 
A. & P..Tea Co. v. Roch, 160 Md. 189, 153 Atl. 22 (1931); Atlanta Hub Co. v. Jones, 47 Ga. 
App. 778, 171 S.E. 470 (1933); of. Price v. Yellow Pine Paper Mill, 240 S. W. 588 (Tex. Civ. 
App. 1922). 

3 Denying recovery: Mitchell v. Rochester R.R., 151 N.Y. 107, 45 N.E. 354 (1896); Alex- 
ander v. Pacholek, 222 Mich. 157, 192 N.W. 652 (1923); Howarth v. Adams Express Co. 269 
Pa. 280, 112 Atl. 536 (1921). Granting recovery: Purcell v. St. Paul City R. R., 48 Minn. 134, 
50 N.W. 1034 (1892); Kenny v. Wong Len, 81 N. H. 427, 128 Atl. 343 (1925); Clem v. Atchi- 
son, Topeka & Santa Fe R. R., 126 Kan. 181, 268 Pac. 103 (1928). 

4 Jeppsen v. Jensen, 47 Utah 536, 155 Pac. 429 (1916); Rogers v. Willard, 144 Ark. 587, 223 
S.W. 15 (1920); Lambert v. Brewster, 97 W.Va. 124, 125 S.E. 244 (1924). 

5 Gaskins v. Runkle, 25 Ind. App. 584, 58 N.E. 740 (1900) (recovery denied); Hill v. Kim 
ball, 76 Tex. 210, 13 S.W. 59 (1890); Reed v. Ford, 129 Ky. 471, 112 S.W. 600 (1908) (recovery 
denied). 

6 Op. cit. supra note 2. 
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mental distress arising from friction in business transactions where feelings frequently 
run high, since such a view does not take proper account of the give and take necessary 
in business. But in the collection cases, even though there was no showing that the 
defendants were aware of the plaintiff’s peculiar susceptibility to fright, courts have 
permitted redress where abusive methods caused emotional and the resulting physical 
disturbances.’ A fortiori, it would seem that in the instant case liability was properly 
imposed since the defendant’s agents were aware of the plaintiff’s susceptibility. 

Whether the usual notions of respondeat superior should include the assessment of 
punitive damages without fault on the part of the principal is a problem upon which 
the courts are not in accord.® If the basis of punitive damages is as the court stated, 
to punish the offender, there is slight reason for assessing the principal for willful con- 
duct when the servant alone is the transgressor, since the ultimate loss, here, falls on 
the innocent stockholder, and if the foundation is to prevent a repetition of like con- 
duct, it would seem that the imposition of compensatory damages alone would suffice 
to assure extra-legal punishment of the servant. 

The instant case is, however, squarely in line with Oklahoma authority, which ar- 
bitrarily inflicts punitory liability on the corporate principal without proof of fault.9 
As to the individual principal, proof of fault is essential.*° The distinction" seems to 
have no foundation and merely gives the plaintiff an unmerited windfall if the defend- 
ant is a corporation. 


Torts—Libel—Affirmative Duty to Prevent Publication—[English].—The defend- 
ants were directors of a proprietory club of which the plaintiff was a member. On 
complaint to police, slot machines popular with the members were removed from the 
premises. A doggerel verse implying that the plaintiff, Byrne, disloyally made the 
complaint was posted on bulletin board over which the defendants had supervision: 

For many years upon this spot 

You heard the sound of a merry bell; 

Those who were rash and those who were not 
Lost and made a spot of cash; 

But he who gave the game away 

May he Byrne in hell and rue the day. 


7 Barnett v. Collection Service, 214 Iowa 1303, 242 N.W. 25 (1932); La Salle Extension 
Univ. v. Fogarty, 126 Neb. 457, 253 N.W. 424 (1934). See also, Janvier v. Sweeny, [1919] 
2K. B. 316. 

5 Fault necessary: Lake Shore & Michigan So. Ry. v. Prentice, 147 U.S. 101 (1893); Colum- 
bus Light Co. v. Harrison, 109 Ohio St. 526, 143 N.E. 32 (1924); Craven v. Bloomingdale, 
171 N.Y. 439, 64 N.E. 169 (1902). 

Fault unnecessary: Goddard v. Grand Trunk Ry., 57 Me. 202 (1869); Perkins v. Mo. R.R., 
55 Mo. 201 (1874); Forrester v. S. Pac. R.R., 36 Nev. 247, 134 Pac. 753 (1913); Johnson v. 
Atlantic Coast Line R. R., 142 S.C. 125, 140 S.E. 443 (1927). 

* Fort Smith & Western R.R. v. Ford, 34 Okla. 575, 126 Pac. 745 (1912); Federal Nat. Bank 
v. McDonald, 129 Okla. 75, 263 Pac. 105 (1927). 


© Aaronson v. Peyton, 110 Okla. 114, 236 Pac. 586 (1925); Colby v. Daniels, 151 Okla. 89, 
1 P. (2d) 693 (1931). 


™ See Sedgwick, Damages § 380 (oth ed. 1912) for decisions of other states making the same 
distinction. 
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On appeal by the defendants, held, the verses were not defamatory. However, if they 
had been, the defendant proprietors, who did not themselves write or post the lam- 
poon, would be liable as parties to its publication. Byrne v. Dean. 

The assertion that passive participation is sufficient to create liability for publica- 
tion is in line with the modern expansion of the law of defamation.? Today the action, 
particularly with respect to the element of publication, has become so stringent that 
inadvertent or unintentional publication is no longer a defense. In Fogg v. Boston & 
Lowell R.R.,4 where the defendant’s station agent merely allowed a newspaper clipping 
libelous of the plaintiff to remain in a conspicuous place, the court found that there 
was evidence of a ratification of the original publication. In the instant case, however, 
Lord Justice Greene based responsibility for publication not on the ratification of a 
breach of a negative duty but simply on the breach of an affirmative obligation. The 
court suggested, as a yardstick for determining when the obligation arose, the amount 
of effort the removal of the defamatory matter would have occasioned the defendant. 

The reasoning employed in the principal case reflects the time-worn problem wheth- 
er moral dictates shall cause the law to impose affirmative duties. Aside from con- 
tract, only within the limited province of familys or fiduciary relationship, certain oc- 
cupational relationships,* and property tenure,’ has the law imposed affirmative ob- 
ligations.* In the main, therefore, ‘‘the law does not compel active benevolence be- 


tween man and man;;? it is left to one’s conscience whether he will be the good Samari- 
tan or not.’’* 


* [1937] 1 K.B. 818. 


2 For early development see 1 Street, Foundations of Legal Liability pp. 284-300 (1906); 
for modern treatment see Odgers, Libel and Slander, c. VI (6th ed. 1929). 


3 Newell, Slander and Libel § 197 (4th ed. 1924). 4148 Mass. 513, 20 N.E. 109 (1889). 


5Stehr v. State, 92 Neb. 755, 139 N.W. 676 (1913). Cf. People v. Beardsley, 150 Mich. 
206, 113 N.W. 1128 (1907) where it was held a paramour relationship was not such as to im- 
pose affirmative duty to obtain medical attention. 


6 Scarff v. Metcalf, 107 N.Y. 211, 13 N.E. 796 (1887); cf. King v. Interstate Cons. R.R. Co., 
23 R.I. 583, 51 Atl. 301 (1902). 

7 See Bohlen, Studies in Law of Torts 46 ff. (1926); also see Hogle v. H. F. Franklin Mfg. 
Co., 199 N.Y. 388, 92 N.E. 794 (1910); Hoverson v. Noker, 60 Wis. 511, 19 N.W. 382 (1884). 


® See Schichowski v. Hoffman, 261 N.Y. 389, 185 N.E. 676 (1933) where the plaintiff, di- 
rected by order of attachment to produce certain corporation books in possession of the de- 
fendant was jailed when latter, though aware of the plaintiff’s predicament, refused to give 
them up, sued the defendant for damages resulting from the imprisonment, held, the defend- 
ant, not having affirmatively caused the plaintiff’s imprisonment, broke no legal duty in failing 
to come to his aid. See note in 33 Col. L. Rev. 927 (1933). 


* Union Pacific Ry. v. Cappier, 66 Kan. 649, 72 Pac. 281 (1903) (where a trespasser on rail- 
road track was injured without fault on part of servants of the company and it was held there 
was no duty to aid the injured man because the defendant was legally a stranger to him); 
Buch v. Amory Mfg. Co., 69 N.H. 257, 44 Atl. 809 (1897); Matthews v. Carolina & North- 
western Ry. Co., 175 N.C. 35, 94 S.E. 714 (1917); Tucker v. Burt, 152 Mich. 68, 115 N.W. 722 
(1908) (where the defendant landlord was absolved from liability for expelling and aggravating 
diseased social guest for whom he did not obtain medical attention). But see Depue v. Flatau, 
100 Minn. 299 111 N.W. 1 (1907) where it was held the defendant owed a visiting cattle trader 
who fell ill on the defendant’s premises a duty of care). 


1° Ames Law and Morals, 22 Harv. L. Rev. 97, 112 (1908). See also Bohlen, The Moral 


Duty to Aid Others as a Basis of Tort Liability, 56 U. of Pa. L. Rev. 217, 316, 334-38 (1908); 
also Union Pacific Ry. v. Cappier, 66 Kan. 649, 653, 72 Pac. 281, 282 (1903). 
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If, as in the instant case, an affirmative duty is prescribed to prevent a possible def- 
amation, @ fortiori, the courts should ordain a duty of affirmative action in the preser- 
vation of life and limb. By applying what might be called the “exertion test,” an 
affirmative duty to act would arise if in the eyes of the ordinary moral man so to act 
would not necessitate an effort so arduous or impracticable that it could not reasonably 
be expected to be undertaken. 

Difficulties of determining upon whom the duty ordinarily should devolve, and of 
ascertaining whether such persons were not incapable of acting will remain." But this 
is just another instance in law demanding cautious judicial scrutiny. 


Workmen’s Compensation—Compensable Injuries—Disfigurement—{New Jer- 
sey].—The plaintiff’s face was badly scarred by acid during the course of his employ- 
ment, and the workmen’s compensation bureau awarded compensation to him for the 
disfigurement. On certiorari to review a judgment of the court of common pleas affirm- 
ing the order of the bureau, held, reversed. Compensable disabilities under the act are 
only those causing an inability to perform work. Thus disfigurement cannot be the 
basis of an award. Everhardt v. Newark Cleaning & Dyeing Co.* 

This decision does not seem in accord with the purpose of workmen’s compensation 
acts. The most widely accepted basis for employer’s liability in general is the entre- 
preneur theory, that a loss resulting from the hazards of business should be borne by the 
business, rather than by the individual selected by chance.? This item, added to the 
expense of the business, will ultimately be borne by the consumer who should pay the 
costs of the business that serves him. 

In the application of the entrepreneur theory to workmen’s compensation, the courts 
have taken two liberal views on the principle underlying the determination of compen- 
sable injuries, neither of which justifies the result in the instant case. Many courts 
have determined that compensation should be paid to the worker as a wage-earner, 
that any injury resulting in a loss of earning power is compensable.’ And the loss of 
earning power may result from ineligibility to obtain employment as well as from a 
physical inability to perform work.‘ Other courts have taken the more realistic view 
that compensation should be paid for physical impairment as such, irrespective of its 
effect upon earning power or ability to perform work.’ The New Jersey Supreme Court 
in Hercules Powder Co. v. Morris* said, “This impairment may not prove to be so con- 
spicuous in the ability to produce wages, in the industrial world, but there are other 

™ Pound, Law and Morals 72 (1924). 

* 189 Atl. 926 (N.J. Sup. Ct. 1937). 

*See Douglas, Vicarious Liability and Administration of Risk I, 38 Yale L. J. 584, 586 
(1929); Laski, The Basis of Vicarious Liability, 26 Yale L. J. 105 (1916). 

3 American Knife Co. v. Sweeting, 250 U.S. 596 (1919); Gorrell v. Battelle, 93 Kan. 370, 
144 Pac. 244 (1914); Ball v. William Hunt & Sons, Ltd., [1912] App. Cas. 496. 

‘Gorrell v. Battelle, 93 Kan. 370, 144 Pac. 244 (1914); Superior Mining Co. v. Industrial 
Comm’n, 309 Ill. 339, 141 N.E. 165 (1923). 

5 Hercules Powder Co. v. Morris, 93 N.J.L. 93, 107 Atl. 433 (1919) (loss of one testicle held 
compensable); Cameron Coal Co., v. Dunn 85 Okl. 219, 205 Pac. 503 (1922) (permanent injury 
to finger held compensable, though same job was retained at an increased wage.) 

*Note 5, supra. 
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spheres for the employment of human energy, talents, and the possession of physical 
attributes besides the industrial world into the activity of which the defendant is en- 
titled to bring, possess, and enjoy all the physical attributes with which nature en- 
dowed him.”’ In confining compensable disability to “that which disqualifies the em- 
ployee from doing work in whole or in part,” the court in the instant case ignored its 
previous decision in Hercules Powder Co. v. Morris’ and accorded no significance to the 
diminution of the claimant’s earning power, admitted by the court, through the de- 
terment of future employment. New Jersey decisions, cited by the court as authority 
that a loss of earning power is not sufficient to make a disability compensable, held 
rather that a loss of earning power is not necessary and awarded compensation for the 
physical impairment alone.* 

The compensation acts of numerous states contain specific provisions making dis- 
figurement compensable, and the New Jersey act does not; yet the court’s argument 
from this fact is unconvincing. In the section of the New Jersey act providing for the 
schedule of payments, after an enumeration of twenty-two various losses, it is provided, 
“Tn all lesser or other cases involving permanent loss, or where the usefulness of a mem- 
ber or any physical function is permanently impaired, the compensation shall be . . . .””*” 
The use of or in this provision, together with the enumeration of losses inconceivably 
related to the ability to do work," would seem clearly to indicate that the legislature 
intended compensation to be awarded in all cases of physical impairment without re- 
gard to a loss of function or ability to perform work. 


"Id. 


® De Zeng Standard Co. v. Pressey, 86 N.J.L. 469, 92 Atl. 278 (1914), aff’d Pressey v. 
De Zeng Standard Co., 88 N.J. 382, 96 Atl. 1102 (1915); Burbage v. Lee, 87 N.J.L. 36, 93 


Atl. 859 (1915). 


* For examples see Ill. Rev. Stats. 1937, c. 48, § 145 (c); Mason’s Minn. Stats. 1927, c. 23A, 
§ 4274 (38); Cahill’s N.Y. Consol. L. 1930, c. 66, § 15 (t). 


10 N.J. Stats., Cum. Supp. 1924, § 236-11 (w) (italics added). 


™ See N.J. Stats., Cum. Supp. 1924, § 236-11 (1), (m), and (n) (complete and partial loss 
of any one toe), and § 236-11 (u) (loss of hearing in one ear). 
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Restatement of Restitution and Unjust Enrichment. St. Paul: The American Law 
Institute, 1937. Pp. xvi, 682. 


The restatement of the rules of law traditionally classified under the procedural 
headings quasi contract and constructive trust illustrates the virtues and the self- 
imposed limitations of the co-operative treatises prepared by the American Law In- 
stitute. It brings together in a helpful form a composite judgment of the best scholars 
about the existing pattern of judicial decisions. By limiting itself to this purpose, it 
indicates clearly points at which the existing decisions lack consistency. It suggests 
a direction for future creative work, whether by legislators or courts. By combining 
quasi contract and constructive trust it suggests, without fully developing, the large 
part which notions of unjust enrichment play in our law. 

It is not to be expected that serious questions will be raised about the accuracy of the 
Restatement. The authors have, for example, incorporated a number of fundamental 
ideas expressed in the Restatement of the Law of Contracts. Asa result it seems to the 
reviewer that the notion of a “basic” mistake is left somewhat more vague than it need 
be. The decisions seem to show a reluctance to treat any mistake as basic if it seems at 
all possible to the trier of the issue of mistake that the parties have taken the risk of 
such a mistake as that in question. Reluctance to grant relief for mistake is intelligible 
in view of our concern for commercial good faith, though it may be that it is carried to 
something of an extreme in the cases. At any rate the cautious approach of the courts 
seems discernible and might well be a subject for comment. Again the Restatement 
of Restitution adopts the view of the Restatement of Contracts about the effect of uni- 
lateral mistake. The cases seem less clear on the point than the authors’ categorical 
statements would lead an ordinary reader to expect. 

The subject of unilateral mistake suggests a more significant limitation of the Re- 
statements in question. It is difficult to frame any very general principle about relief 
for mistake which does not require relief for unilateral as well as mutual mistake. It is 
still more difficult, as is generally recognized, to frame any general principle which does 
not require relief for mistake of law. In the case of promissory estoppel the authors of 
the Contracts Restatement felt themselves justified in basing a new generalization on 
cases which had been regarded as exceptional but which seemed to be developing a 
comprehensive and just principle. It would seem that the authors of the Restatement 
of Restitution might have adopted a similar policy with respect to mistake of law. In- 
stead they have felt themselves bound to state the traditional opinion that relief for 
mistake of law will not be allowed; and then state the many qualifications which doubt- 
less in time will destroy this supposed qualification of the general principle with re- 
spect to mistake. 

In thus bringing clearly to light internal inconsistencies in the law, the authors of 
the Restatement have indeed prepared the way for progress. Other examples of similar 
services could be given. The authors of the present Restatement have simply incor- 
porated the statements of the Contracts Restatement about the rights of parties to 
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contracts which have been partially performed, to secure restitution. In this field the 
difficulty of reconciling the rule governing the rights of the workman or builder who 
is in default after part performance with the rule governing the rights of sellers and 
lenders has been a subject of discussion; and the confusion and inconsistency in the 
cases defining the measure of recovery in different situations have also been observed. 
Again the present Restatement repeats the familiar limitations on the rights of a person 
who has voluntarily and “without mistake, coercion, or request” conferred a valuable 
benefit on another. The rule denying a volunteer who pays a debt the right to subro- 
gation has been shown to be the result of old notions which at one time hindered the 
development of our law of assignments; and the rule itself seems inconsistent with the 
general principle governing subrogation. It is thus thinkable that a rational Restate- 
ment might treat it as obsolete. Somewhat similarly the limitations upon the rights of 
one who has rendered services by mistake to one who does not know of them seem in- 
consistent with the general principles governing relief against unjust enrichment. Their 
injustice is indicated by the common development of statutory relief in case of improve- 
ments to land. 

Finally, while the Restatement of Restitution takes a useful step in indicating the 
common basis for quasi contractual and constructive trust relief, it is difficult for 
such a work to indicate with sufficient breadth the large part which notions of unjust 
enrichment play in our law. Many of the familiar defenses to actions for breach of 
contract are of course designed to prevent unjust enrichment, and it is for this reason 
that rules governing duress, fraud, mistake, default, impossibility, appear in the Re- 
statement of Contracts as well as the Restatement of Restitution. It seems that the 
best justification for the rules defining consideration so as to exclude performance or 
promise of what a promissee is already under obligation to a promisor to do, is to be 
found in notions of economic duress. More important, the application of rules of “‘con- 
structive trust’”’ governing fiduciaries, to corporate officials and “bankers,”’ has been 
much obscured by the confused notion of a “quasi-fiduciary” relation. The Restate- 
ment of Restitution, while observing that the directors of a corporation are fiduciaries, 
expressly declines to explore the limitations upon their obligations. By neglecting this 
field, the authors of the Restatement have failed to complete their study at an impor- 
tant point. It is to be hoped that the American Law Institute will eventually give an 
authoritative statement of existing quasi-fiduciary notions, perhaps in a business or- 
ganization Restatement. 

MALCOLM SHARP* 


Neutrality for the United States. By Edwin M. Borchard and William P. Lage. New 

Haven: Yale University Press, 1937. Pp. xii, 380. $3.50. 

The present volume is obviously, if not candidly, an appeal and an argument rather 
than a scientific study. The object of the appeal is indicated by the title. Its author 
could, of course, have attempted to do the other sort of thing, viz. study the problem 
of neutrality and American foreign policy connected therewith from a detached and 
objective point of view. The most important thing to remember in reading this book 
is that he deliberately chose to make it a brief, a polemic, and not a scientific study. 

This is revealed throughout by all sorts of devices or usages, not to say tricks, of 


* Associate Professor of Law, University of Chicago Law School. 
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style and presentation, which the reader should take into due account. The author is 
one of the cleverest dialecticians writing in the field of international law and politics 
today, and the reader would do well to be on guard on this score. 

In substance the volume opens with an Introduction dealing in summary form with 
“the conception and rules of neutrality,’ “the United States and neutrality,” “ ‘neu- 
trality’ 1914-1917,” and “the war and after,” and then proceeds to a more extended 
discussion of the third of these topics and a discussion of “sanctions and neutrality,” 
including some “conclusions.” Appendices contain certain statistics concerning losses 
of ships and lives by the United States at sea during the years 1914-1918. 

It would, of course, be impossible to examine, even in an extended review, the sub- 
stance of each section, chapter, and paragraph of this book. In view of the nature of 
the subject-matter and the method of treatment, as mentioned above, nothing short 
of such an examination could suffice for an adequate appraisal. In default of such de- 
tailed examination, however, certain general comments may be made, and one or two 
detailed illustrations given. 

Thus the author writes with a curious mixture of ferocity and cynicism concerning 
the League of Nations and all that it represents in the direction of organized interna- 
tional security. This being so he does not so much examine the possible value and prac- 
ticability of that sort of thing, but treats it with scorn and denunciation out of hand. 
Moreover, it is not merely the obviously inadequate organization and practice of col- 
lective security under the present League that Professor Borchard decries, but like the 
National Socialist jurists of present day Germany, that sort of thing in general—and 
this, as has been said, with absolutely no adequate study of the fundamental problem 
involved (such as have been given us by Mitrany, Wilde, and other writers). 

Secondly, there seem clearly to emerge in the treatment certain political preferences 
on the part of the author which simply cannot be overlooked or passed over in silence. 
Those consist of marked sympathy for Germany and Austria and something approach- 
ing strong antipathy toward Britain and France, in connection with the War and the 
peace settlement. The effect of this preference on the author’s judgment concerning 
neutrality as such, collective security, American policy in the period of neutrality and 
in entering the War, and her policy today of mingled neutrality (new-style) and sup- 
port for the effort to substitute peaceful change and organized cooperation for anarchy 
and violence in international relations is obvious. 

The reviewer does not mean to imply that he would himself necessarily oppose the 
practice of neutrality, old-style, and insistence on neutral rights, or that he prefers the 
new-style of neutrality. Quite the contrary is true, and as long as we do not participate 
in collective security it seems that we should maintain our rights as a neutral. But 
this is said only by way of explaining the above comment on Professor Borchard and 
need not be elaborated. 

As for the details of the substantive law of neutrality as set forth by Professor Bor- 
chard, the reviewer has little to say. With respect to the propriety and even legality 
of modification of these rules in application to concrete cases, in view of altered cir- 
cumstances, while war is going on, and taking account of the rudimentary character of 
international legislative and administrative machinery before 1920, and the largely 
uncodified condition of the law of naval warfare, he probably would differ with the au- 
thor considerably. But all this is largely beside the point except for the historical 
squabble over the neutral rights of the United States during the period 1914-1917. 
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One might admit the whole of Professor Borchard’s case here without greatly affecting 
the main issue. 

For that issue is whether states are or are not in point of fact materially and spirit- 
ually interested in eliminating war from international relations and in seeing the ac- 
cepted principles and rules of international law applied. If they are, then neutrality— 
in any fundamental or significant sense, and Borchard is nothing if not thoroughgoing 
in his neutrality ideas—is simply out of the question. Even if it prove impracticable to 
organize sanctions to carry out the interests mentioned above, indifference on the part 
of any state toward the commission of violence and breach of the law of nations is in- 
conceivable. 

It is, of course, impossible to argue this case fully here. Two or three favorite points 
of the author must, however, be noted and appraised. Thus, he is fond of casting scorn 
on those who would find a “short cut”’ to peace by sanctions against the aggressor. Sec- 
ond, he is very doubtful about this concept of the aggressor in any case, and particular- 
ly about the idea that some nations are more warlike than others. Finally, he seems to 
repudiate the idea that coercion can be effectively employed to maintain peace and 
order or suppress violent aggression. 

As for the first it seems entirely permissible to ask Professor Borchard whether he 
seriously contends that the international community must wait for peace until the most 
violent and hysterical of its members comes to accept the pacific way of international 
life? If so can he say why this must be so in the international field when neither in re- 
lations among individuals in the national state nor in relations among states in the 
many federal unions in the world today is this doctrine admitted. If this is merely be- 
cause of greater difficulties in degree no sensible person would deny those difficulties, 
but the objection in principle seems to fall to the ground in that case and all bea matter 
of seeing what can be accomplished year by year. 

As for aggression, its definition, and aggressor states, does Professor Borchard think 
that war just happens, that no state ever so lowered itself as to stoop to aggression, or 
that definition of aggression is any more difficult than definition of piracy and slavery 
and murder, for the suppression of which we do not wait for a perfect definition? And 
does he really believe that there are no discernible and terribly important differences 
among the nations or their leaders in respect to their fondness for military adventure? 

Finally, does Professor Borchard mean to go completely pacifist or anti-force and 
deny the justification and practicability of all physical restraint or compulsion? Have 
nations been compelled to do, or refrain from doing, thus and so, in the past or have they 
not? Granted that this is the most objectionable possible way in which to secure obedi- 
ence to law and respect for peace; but if unhappily some state leaves no other possibil- 
ity open, does Professor Borchard really mean that nothing is to be done about it but 
let the aggressor nation have its way? 

As for the United States it is possible that Professor Borchard would argue that 
even if all these considerations were sound in general, the United States should keep 
out of it—because we are so far away from Europe, so different from Europe, and so 
on. He does not seem to be quite an isolationist, but independent-nationalist of some 
variety he certainly is (some of his alarmist remarks about our loss of independence 
seem too extreme even to quote). On that score one can only doubt whether materially 


* See forthcoming pamphlet by reviewer on international security and peaceful change in 
University of Chicago Public Affairs series. 
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or psychologically such a course would be either beneficial or practical. It hardly 
seems possible for the United States to remain indifferent to the course of events in 
the rest of the world. Mr. Harding had that idea too, but he soon confessed, after be- 
coming President, that it was impracticable. And if we are interested in fact, then it 
seems the height—or depth—of ostrichism to pretend that we are not, and the depth 
of negligence or cowardice to refrain from doing what we can, within the measure of the 
values at stake, to solve the problem. 

We have here, then, an extremely able, but far from simple, ex parte plea in what 
without exaggeration may be described as the most important problem of human rela- 
tions, social science, and American policy, of this age. It is full of personal and political 
feeling, dialectical subtlety—see the prejudicial statement in the first line of the 
Preface, and such items occur all through the book—, and bitter rhetoric. It is de- 
plorable that such treatment should be given to a vital problem of broadest national 
and human importance. The fate of the present League of Nations is of very small 
moment indeed in comparison with it. The injustices, such as they are, of the present 
territorial and economic international distribution, are of limited and passing im- 
portance. The antagonism between the ultra-nationalist nations of today and the 
great body of nations which are trying to build up a system of pacific international 
order and progress,—even that is of subordinate importance and it is conceivable that 
Germany will become cooperative again and Poland violent. What is important is the 
conflict between two fundamental philosophies and techniques of international rela- 
tions. On one side are solidarity, organization, cooperation, effectively sanctioned in 
the extreme case, if need be, and all this not merely in behalf of existing rights but in 
behalf of progressive change by pacific means. On the other, are anarchy, disorder, 
isolation, neutrality, and war. The present volume, without its author intending so 
entirely, is a contribution on the latter side. 

Pitman B. Portrer* 


The Power to Govern. By Walton H. Hamilton and Douglass Adair. New York: 
W. W. Norton and Company, Inc., 1937. Pp. 254. $2.50. 


Selected Supreme Court Decisions. Edited by Myer Cohen, with a Foreword by 
Alexander Meiklejohn. New York: Harper and Brothers, 1937. Pp. xxi, 3009. 
$2.50. 

Mr. Meiklejohn, under whose leadership Mr. Cohen, Mr. Hamilton and the re- 
viewer have all taught, furnishes a foreword, not only to one of these books, but to the 
future teaching of law in the United States, In the light of his successful experience 
at Amherst, Wisconsin and San Francisco, he has concluded that our civilization can 
best be understood by concentrating attention first on our law, and particularly our 
constitutional law. He has been a leader in urging that education should be a coherent 
effort to understand our civilization. It is significant, therefore, to find him, as his 
view gains ground, arguing that for adults at least the starting place for education is 
the law. Every student should read his compact and instructive foreword to Mr. 
Cohen’s collection of cases. 

The cases themselves are well selected. Inevitably, in such a rapidly growing field, 
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they become quickly out of date. This of itself should be instructive to a student; and 
the main lines of decision persist sufficiently so that the case material here can be 
readily supplemented. It is clear, nowadays, even to most laymen, that it is only in 
the light of outdoor situations that decisions can be understood. Mr. Cohen, as an 
old student of Mr. Hamilton, must realize this even better than most of us. It is to 
be hoped that he will make available for general use a selection from the other ma- 
terials which he must use to supplement his discussion of the reports of cases. 

The Power to Govern is an example of the wide range and usefulness of such supple- 
mentary material. It is a discussion of the historical setting of the federal Constitution 
in so far as the setting furnishes indications of the meaning of the Commerce Clause. 
There is a particularly interesting chapter on the words available in Eighteenth Cen- 
tury dictionaries, as a clue to economic history and the political economy of the time. 
There is a full discussion of the American problem and the course of English and 
American “mercantilist’’ thought. The argument is designed to show that the mer- 
cantilist tradition was in full force in Eighteenth Century America, and that in the 
light of this body of opinion wide scope should be given to Congress in its exercise of 
power over interstate commerce. 

The argument has much force and has strengthened the reviewer’s opinion that there 
is nothing in the Constitution to prevent Congress from acting to serve great national 
needs. At the same time, some of the irony and significance of later constitutional 
history seem to be lost if one does not recognize the strength of the counter current of 
opinion that was already at work modifying mercantilist opinions. This counter cur- 
rent goes back at least as far as the Case of the Monopolies which though only remotely 
in point was much relied on in Mr. Justice Field’s dissent in the Slaughterhouse Cases* 
which in turn was the creator of our modern due process doctrines. The same influ- 
ence appears in Webster’s argument in Gibbons v. Ogden,3 which is the best ultimate 
source of that strange body of doctrine which prevents New York from burdening 
interstate commerce by regulating the price at which Vermont milk is sold in New 
York.4 The skeptical student can explain the difference between congressional regula- 
tion of interstate trade in lottery tickets, women, impure food, and stolen automobiles, 
on the one hand, and the products of child labor on the other, only by reference to the 
persistence of some such influence. The Case of the Monopolies, the Wealth of Nations, 
the Boston Tea Party, and the early frontier are signs of historical forces which were at 
work along with the tradition of mercantilism. What Mr. Hamilton’s book does is to 
remind us persuasively that the influences affecting the Fathers’ minds were not 
simple; and that there is no reason to read one economic theory rather than another 
into the broad enabling words of the federal Constitution. In this respect, Mr. Hamil- 
ton’s book belongs in a significant place with a growing body of critical and historical 


studies. Its timeliness hardly needs to be pointed out. 
MALcoim SHARP* 


* 11 Co. 84 b (1602). 
216 Wall. (U.S.) 36 (1873). 
3g Wheat. (U.S.) 1 (1824). 


4 Baldwin v. Seelig, 295 U.S. 511 (1935). See Sholley, The Negative Implications of the Com- 
merce Clause, 3 Univ. Chi. L. Rev. 556 (1936). 
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